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The Plan 


Practical men, thru long experience, have discovered 
successful methods of organizing, directing, controlling, and 
carrying on the varied activities of business. 

The principles underlying these successful methods have 
now been determined, verified by investigation in every 
phase of business practice, organized, and so presented and 
illustrated by the LaSalle Problem Method that they can be 
quickly grasped and readily applied by everyone in business. 


This plan affords a complete executive training to those 
desiring it, while to those experienced in management it sup- 
plies a valuable reference and consultation service. The 
complete Training Plan and Service includes: 

100 Executive Manuals (bound in 48 volumes) which state, 
explain, and illustrate the fundamental business principles 
as applied in actual business practice. 

100 Special Problems selected from a wide range of busi- 
ness experience and so organized that their solution develops 
greater ability in the practical application of fundamental 
principles. 

Instruction and Consultation Service given by men 
whose special training and business experience enable them 
to supply personal help and individual counsel and advice. 
100 Executive Reports which analyze the situation as 
presented in each Special Problem, clearly illustrate the 
application of the principles involved, and serve as general 
reference reports. 

Confidential Reports on personal business problems pre- 
pared by the Research Staff of LaSalle Extension University. 
24 Lectures selected by individual choice from a broad 
series covering selling, accounting, banking, retail mer- 
chandising, etc. 

A Monthly Business Bulietin which analyzes the current 
trend of business conditions. 

Personal Efficiency, a monthly magazine of better business. 


To assist you in getting the utmost personal benefit that 
a full utilization of this Plan makes possible, the Instruction, 
Consultation and Research Staffs of the entire University are 


available at all times. 


President 


Copyright, 1925 
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LOOKING AHEAD IN BUSINESS 
Part I 
MovreMENTS oF GENERAL Bustness ACTIVITY 


NY business, large or small, can have greater suc- 
cess if its executives are able to look ahead and so 
shape its policies and plans—on purchasing, bor- 

rowing, expanding, ete—as to minimize the adverse 
effects of “hard times” and to multiply the favorable 
effects of good times. 

Ability to look ahead and see forthcoming changes in 
general business conditions requires a practical under- 
standing of the causes of these changes. Our present 
aim, therefore, is to develop ability to recognize economic 
conditions that are the forerunners of important changes 
in general business activity. We want to know, not only 
that business activity in general is rising or falling, but 
also why it is getting better or worse, so that we may 
be able, independently, to judge approximately when the 
current trend of business will change. 


The Relation between Various Industries. More impor- 
tant still, we want to know when the industry and the 
business in which we are engaged will begin to feel the 
effects of an approaching change, for it is a fact that 
activity in all lines of business does not begin to slump 
off or to pick up at exactly the same time. Furthermore, 
some degree of depression in one line of business may 
set in while business in general continues to improve, 
other lines of business being unaffected to any great 
extent by the conditions which cause a slump in that 
one industry. 
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It is true, however, that few industries or lines of busi- 
ness are so much unrelated to others that pronounced 
changes in one industry or line do not more or less mate- 
rially affect many others. In fact, every large industry 
is so closely connected with many other industries that 
every marked change in it is quickly reflected in the costs 
or the sales of many other industries and trades. A seri- 
ous slump in the building industry adversely affects, not 
only many dealers in building materials and supplies, but 
also many retailers, whose sales to workers in the build- 
ing trades drop off following the slump in building. On 
the other hand, a boom in this industry favorably affects 
hundreds of allied industries and trades, as was the case 
when the building industry began to pick up in 1922. 
Thus: 

Changes in the activity of one industry cause changes 
in the activity of various related industries and 
trades. 

A marked recession in the amount of new building soon 
affects the prices of many building materials and supplies, 
such as steel and lumber and hardware, thru a decrease in 
demand for such materials in relation to the available 
supply of them. With the rate of production of building 
materials and supplies speeded up to meet a high rate of 
demand, there are difficulties which prevent an immediate 
change in this rate of production when a slump in demand 
comes and the producers of building materials find a 
scarcity of buyers. 


How Supply and Demand Become Unbalanced. A prin- 
ciple in profitable management is that production and 
sales should be kept in balance. One difficulty in regu- 
lating production to demand is the fact that nearly all 
important raw materials and many manufactured goods 
are produced now for use several months later on, and 
the present rate of production is fixed partly by antici- 
petion of future sales and partly in response to current 
orders for future delivery. Any slump in the demand 
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of consumers that is not fully anticipated by the pro- 
ducers is likely to find stocks of raw materials and fin- 
ished products on hand much greater than sufficient to 
take care of demand at the current prices. 

Here and there some of the suppliers begin to cut 
prices in order to move their products; or, in the case 
of marginal producers (whose costs are highest and whose 
financial reserve position is likely therefore to be weak- 
est) prices are lowered in order to move the output as 
fast as necessary to avoid financial embarrassment. At 
the same time, buyers of these products, finding it easier 
to get what they want, and wanting less than formerly, 
naturally are inclined to hold out for lower prices. Thus 
the prices of these materials fall and production is cur- 
tailed, with a decrease of employment in those industries. 
Unemployment affects a wide range of retail business, 
which in turn affects wholesale business, and so on back 
thru many manufacturers to other producers of raw 
materials. 

Such is the relationship between various industries and 
trades. It explains more fully how a change in the price 
of one thing affects the prices of many other things, as 
pointed out in Executive Manual 2. 

This interdependent relationship between many of the 
different industries and lines of business that make up 
the whole business fabric is an important underlying 
factor in bringing about an unbalanced relation between 
production and consumption. We must understand these 
relationships; for then only can we understand the under- 
lying causes of general changes in production, consump- 
tion, and prices which constitute changes in general 
business conditions. 

Thruout the following study of the movements of gen- 
eral business conditions, keep in mind the fact that you 
are analyzing causes and effects of changes with a view 
toward controlling their influence rather than being con- 
trolled by them. 
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Some of Management’s Decisions that Are 
Affected by the Trend of General 


Business Activity 


I. Propirems 1N Propuction: 
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When to purchase raw materials and supplies. 
When to purchase new equipment. 
When to enlarge the plant capacity. 


. Whether to raise or lower wages. 


Whether or not to add a new product to the 
line. 

Whether to plan for an increase or decrease of 
output. 

Whether to buy or make special parts. 
Whether to build up or cut down inventories 
of materials and supplies on hand, and so on. 


II. Proprems 1n Distripurion: 
18 
On 
on 


Whether to add men to the sales force. 
Whether to spend more or less in advertising. 
When and where to strike hardest for an 
increase in sales. 


4. Whether or not to develop mail orders. 
5. 
6. Whether or not to raise or lower selling 


Whether or not to change quantity discounts. 


prices. 

Whether to plan to meet greater or less selling 
resistance. 

Whether to raise or lower the salesmen’s 
quotas of sales, and so on. 


III. Frnancian aNnp ADMINISTRATIVE PRoBLEMsS: 
. Whether or not to declare an extra dividend. 
. Whether to make long-time loans by selling 


bonds or to negotiate short-time loans in the 
form of notes. 

Whether or not to force collections. 

Whether to ‘be easy or tight in granting 
credits. 

Whether or not to sell on the installment plan. 
Whether to borrow money for further expan- 
sion of the business, and so on. 





Such are a few of the important problems in business which, to be cor- 
rectly solved, require that the executive successfully anticipate the trend 


of general business conditions. 
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ANTICIPATING AND PREPARING FOR A CHANGE IN 
CONDITIONS 


The possibility of a decrease in profits, or of a deficit, 
resulting from a change in conditions outside the direct 
control of management, is greatest at the times when 
prices in general are falling, and particularly when they 
begin to fall fast just after a period of excessively high 
prices, as when prices were falling fast during the summer 
and fall of 1920. 


If a downward turning point in prices can be approxi- 
mately anticipated, a business can prepare for it by 
means of internal adjustments, such as cutting down 
inventories and building up a strong reserve of cash, and 
can forestall serious losses. In fact, ability to look ahead 
is necessary in order to avoid being caught among the 
many failures of business concerns in times when prices 
in general are rapidly falling; also in order to “make hay 
while the sun shines”—that is, when prices are rising 
and times are good. It is an important fact that: 

Anticipation of changes in business conditions helps 
diminish risk of loss during depression; it also helps 
to realizeon a possible increase of gain during times 
of rising activity. 

This applies particularly to anticiption of changes in 
the production, consumption, and prices of the products 
or services that we are producing or buying and selling. 
We want to know the trend of change in the output 
and consumption and prices, not only of the goods and 
services we buy or sell, but also of other goods and serv- 
ices the price trends of which have a bearing upon the 
prices of what we buy or sell. 


Getting at the Sources of Change. Take the case of a 
manufacturer of house paint. He wants to know the 
past, present, and the probable future trend of the total 
production and consumption of house paint. He wants 
to know the basic causes of the present trend of demand 
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for house paint and whether these causes are changing 
or are likely to change, when they will change, and what 
the change will likely be. He goes back to the source 
of changes in demand. He not only knows what the gen- 
eral trend of the consumption or sales of house paint has 
been in the past and is at present, but also why the trend 
is what it is. He recognizes the conditions which cause 
the trend of demand to be up or down. The original 
source of increasing demand may be found back in the 
causes of a building shortage. This shortage causes an 
increase in building activity, which, in turn, causes an 
increasing demand for paint. 

In determining why the trend of change in the rela- 

tion of supply and demand is what it is in any case, 

get back to original-source causes of changes in pro- 

duction and in consumption, respectively. 

During 1922 and 1923, for example, a building boom 
was the chief cause of increased demand for house paint. 
Therefore, would the building boom continue, and how 
long?—very important questions. 

Various opinions as to the continuation of the high 
rate of residential building were then current. Manage- 
ment in this case had either to take its choice of the 
opinions of others or work out its own independent 
opinion. If it merely chose between the opinions of 
others, without getting at an understanding of the real 
“why” of those opinions, it increased the risks of the 
business; and a prime function of management, as we 
know, is to decrease risks. 


Some of the Things Manufacturers Should Know. It was 
advisable for the paint manufacturer to know the true 
causes of the building boom and to watch for facts and 
figures about the current status of new building and the 
trend of its volume; also the trend of change in the 
costs of other building materials and in the wages of 
labor in the building trades. He had to understand the 
causes of the house shortage; recognize reliable estimates 
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of the extent of this shortage; be able to sift out the 
propaganda of special interests; note the trend of the 
relationship between the amounts of wood and of other 
exterior finishes of residences—in brief, he had to make 
a thoro analysis of the building situation in order to 
anticipate more accurately the future trend of aggregate 
demand for house paint. 

Then, of course, it was necessary for him in this case 
to know approximately how much of the total amount 
of house paint produced and demanded his own factory 
was making and selling, and where, territorially, 1t was 
being distributed to consumers—and make a special study 
of building conditions in those territories. At the same 
time he also must estimate the extent to which owners 
of old buildings have held off from painting them and 
the possibilities of increasing the use of paint generally 
by an educational campaign. 


Profitable Adjustment of Production to Sales. As in the 
case of many other manufactured products, raw materials 
for manufacturing house paint can be more profitably 
purchased and assembled if management is able to antici- 
pate the trend of the prices of its raw materials. Further- 
more, this business could not afford to buy raw materials 
and otherwise get ready to manufacture 20, 30, or 40 per 
cent, more or less, of its product than could be distributed 
to consumers during oncoming seasons of house painting 
in the territories it covers. 

Efficient management always estimates future sales 
of its product as accurately as it can, in order to 
adjust production to sales in accordance with a prob- 
able general increase or decrease in demand. 

Profitable management must also seek to avoid both 
seasonal surpluses and shortages of product. When the 
rate of production outruns the rate of sales, a surplus of 
finished stock piles up. This surplus is an expense. 
Interest on the money tied up in it, rent on the space it 
occupies, wages of labor in handling it, and possibly 
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depreciation of its value are all charges against it. On 
the other hand, when sales outrun production, the short- 
age of stock leads to cancellation of orders and dissatisfied 
customers, which adversely affect future as well as pres- 
ent profits. Co-ordinating production and sales is therefore 
one of the very important problems of business manage- 
ment and affords one of the greatest opportunities for 
executives in both departments to establish real records. 


Other Factors to Be Considered. Correctly anticipating 
ageregate future sales of the product or service that we 
make or buy and sell, and arranging a production or 
buying schedule accordingly, is not all there is to this 
problem of management, which, when properly solved, 
keeps output and sales of its product well balanced ; but 
also 

Management must adjust its selling plans to the 
probable future conditions of supply and demand, 
and establish and initiate the necessary policies. 

This requires accuracy in sizing up the amount and 
kind of selling effort that will be necessary in order to 
get the volume of sales desired, based upon an accurate 
estimate of what future conditions in the market are 
going to be—how much more, or less, difficult or expen- 
sive it will be to make sales during the oncoming season 
than during the past six months or year. The important 
matter of price changes as they affect demand and selling 
costs, as covered in Executive Manual 2, is involved. 
This aspect of profitable management is more fully 
treated in the detailed study of selling and sales manage- 
ment to come. First let us lay the kind of economic 
foundation which successful executives—bankers, mer- 
chandisers, sales managers, treasurers, and others—find 
indispensable in making far-sighted decisions. From this 
knowledge and understanding will come the development 
of our ability to establish and apply sound principles 
which underlie efficient practice in all departments of 
business. 
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Here, in this first broad survey of business manage- 
ment, it 1s our primary purpose to make sure that we 
understand what are the basic problems and principles of 
profitable management. First, we are getting acquainted 
with the fundamental economic problems, because our 
analysis of them will give us “material” for the develop- 
ment and application of principles that apply in making 
sound decisions on all kinds of executive problems in the 
day’s work. No subject can be studied which is more 
directly related to profitable management. 


When we understand the fundamental economic expla- 
nation of changes in general business activity we are 
better able to anticipate future sales, and thereby more 
advantageously plan our production schedules. We must 
know the trend of all prices; that is, the trend of the 
level or average of prices in general, and particularly 
the trend of the prices of the commodities and services 
that we buy and sell. Then we can more intelligently 
plan future sales and the buying of raw materials and 
supplies now for use in production later on. Let us, 
therefore, in this and the following executive manual 
complete our analysis of economic principles as applied 
to the more important business problems. Then we can 
more profitably survey the problems and principles of 
the main departments of business, beginning with Execu- 
tive Manual 5. 


BUSINESS ACTIVITY IN RELATION TO PRICE MOVEMENTS 

During a period when the level of prices in general is 
rising, many prices may at the same time be falling, for 
the “level” of prices is an average of all prices. Falling 
prices outweigh rising prices when the level of prices is 
going down, while rising prices outweigh falling prices 
when the level of prices is going up; and, of course, some 
prices remain stationary over long periods. What do 
changes in the level of prices indicate? The answer is 
important: 
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Ordinarily a rising price level indicates rising busi- 
ness activity, with growing competition among buyers 
for supplies; while a falling price level indicates fall- 
ing business activity, with growing competition for 
sales among producers or sellers. 

The level of prices is nearly always moving up or down, 
but the level of prices cannot keep on rising or falling 
indefinitely. Sooner or later rising prices must stop going 
up and begin to come down, and falling prices must 
sooner or later stop going down and begin to go up. 

Just how do prices in general get started upward after 
they have been falling? Just how do they get started 
downward after they have been rising? Those are impor- 
tant questions. If we know the underlying cause or 
causes of a reversal in the trend of the level of prices, 
then we can better anticipate a change in the trend’ of 
the price level. As previously stated, we want to be able 
to recognize conditions which forerun a change in the 
level of prices, therefore a change in general business 
conditions, in order to make better preparations for these 
changes as they affect our departments and business. 


The Business Cycle Is a Fact of Long Standing. Before 
we further analyze the causes of changes in the trend of 
the level of prices, however, let us consider the historical 
fact of the “business cycle,” which consists of a complete 
cycle of major changes in business activity, from the 
beginning of a general depression in business, thru the 
falling period into the beginning of improvement, and 
on thru the rising period into very prosperous times, 
which end in a reaction that marks the beginning of 
another period of depression. These changes from one 
depression thru improvement to the beginning of another 
depression constitute what is called a “business cycle.” 
The point of change from prosperity, or high business 
activity in general, to a downward reaction is called the 
“crisis.” 
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The period of time elapsing between business crises in 
the past has been irregular. During the period of each 
cyclic movement, minor ups and downs in business activ- 
ity have occurred, as revealed in the following chart, 
which shows the movements or changes in general busi- 
ness activity in the United States during the twenty-year 
period from 1902 to 1921, inclusive. The heavy straight 
line in this chart is an estimation of normal business 
activity. The irregular line shows the ups and downs 
of business activity as compared with the estimated nor- 
mal. Note the depressions of 1903-1904, 1907-1908, 1914, 
and 1921, each followed by periods of improvement. 
Note also the many minor changes in business activity. 
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The movements in general business activity from 1902 to 1921. 











In years to come the line in the above chart may not 
show such wide fluctuation in business activity, for it is 
possible, by concerted action on the part of business men 
and bankers, to lessen the number and extent of major 
fluctuation’ in business conditions. In fact, some author- 
ities now feel that it may be possible ultimately to elim- 
inate major commercial and industrial crises apart from 
reactions caused by great natural calamities, such as a 
complete and general crop failure. But for many years 
to come we shall in all probability have to reckon with 
many pronounced ups and downs in general business 
conditions, altho they may grow less severe as business 
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At What Point Does Business Stand? 


Study the Cyclic Movements of 
Business Activity 


In the past, general business activity has fluctu- 
ated in broad cycles from good to bad and up 
to good again. 


The height of the good period is called the 
“boom.” 


The point at which a reaction starts downward 
at the end of a boom is called a “crisis.” 


The ensuing downward movement is called the 
“depression,” which is marked by generally fall- 
ing prices. 


This period of depression is a time of “liquida- 
tion” or “readjustment”—meaning that there 
is great pressure everywhere thruout the busi- 
ness structure for payment of bank loans and 
all bills and notes payable; also the necessity 
of readjustment of inventories of stocks of mer- 
chandise and of materials and supplies, of 
wages, and all operating costs, to lower levels. 


Then comes a period of improvement, which is 
marked by generally rising prices, with a gen- 
erally increasing volume of output and sales 
that continues, with only minor reactions now 
and then, until another boom period is reached 
that foreruns another crisis, thus completing 
one “business cycle.” 


| 

a 

Above are the main divisions of a ‘business eyele,’? which is the term 

used to designate a major up-and-down movement in general business 
activity. 
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men in general become better able to balance production 
with consumption. 


Certainly, in years past severe depressions have oc- 
curred with “irregular regularity” in this and other coun- 
tries; they have been experienced and recorded over a 
very long course of years, particularly since the industrial 
revolution which began in England in the last half of 
the eighteenth century. 


These crises have always come upon many business 
executives “out of a clear sky.”’ Some of them have been 
severe, as in 1893, and especially in 1920-21; others less 
severe, as was the case‘in 1913-14, when the beginning of 
the Great War, thru an inflow of foreign purchases, cut 
short a period of falling business activity in many 
countries. 


THE MINOR REACTION OF 1923 


It will pay us to analyze carefully the causes of the 
major crisis of 1920, which marked the beginning of the 
severe business depression of 1920-21. First, however, 
let us analyze the minor reaction that occurred in the 
spring of 1923. Then we can compare it with the crisis 
of 1920. Thus we shall understand the causes of both 
major and minor depressions in general business con- 
ditions. 

The business reaction which began in April, 1923, ap- 
pears to have been more largely psychological than eco- 
nomic in its origin. Important economic conditions at 
that time were, on the whole, favorable to continued 
expansion of business. There were then fairly moderate 
stocks of merchandise on dealer’s shelves. Retail dealers 
had not loaded up heavily with goods when prices were 
rising early in 1923. There was no reason on that score 
for a let-down in their demand for goods from whole- 
salers and manufacturers. On the financial side, there 
was a good supply of loanable funds in the banks and no 
real need for restricting bank loans to business concerns. 
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There was little evidence of any serious lack of balance 
between the production and consumption of commodi- 
ties, altho unbridled bidding for certain building materials 
by contractors early in 1923 had pushed the price of 
many of these materials up farther “out of line” with 
the level of prices of other things. These high-priced 
building materials and keen competition for labor caused 
building costs rapidly to reach a point where many plans 
for new building, and in some cases even work on build- 
ings already under construction, were stopped. At about 
the same time, the railroads came to consider prices asked 
for lumber and other materials used in the construction 
of new equipment to be too high in relation to other 
prices, and they, too, virtually stopped buying those 
materials. 


As knowledge of this recession in the demand for a few 
commodities spread among business men, the psycho- 
logical factors of imitation and fear began to play their 
parts, and soon buying hesitancy became the rule rather 
than the exception among other buyers of these and of 
many other kinds of materials and supplies, causing a 
more or less sudden halt to the rapid increase in the rate 
of production as a whole which characterized the first 
three months of 1923. 


Concerted Resistance against Inflation in 1923. An im- 
portant factor in this reaction of 1923 was the great 
amount of publicity given to the idea that the fast rate 
of increase in production and prices noted during the first 
quarter of the year would, if not stopped or slowed up, 
soon lead into a serious condition of price inflation; that 
is to say, prices would keep on rapidly getting higher and 
higher, mainly as the result of commodity speculation. 


Commodity speculation is the buying of commodities 
and then withholding them from resale in anticipa- 
tion of getting a chance profit out of a further rapid 
rise’ in the prices of those commodities. 
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This kind of speculation causes an artificial increase 
in demand and has often been one of the underlying 
causes of bringing a period of prosperity to a more or 
less abrupt ending, or crisis, as we shall see in our study 
of the crisis of 1920. Business men and bankers did 
not want this to happen again in 1923. There were 
many published warnings against it in February and 
March of that year. Consequently, it was, in part, the 
common desire of many business men to avoid another 
serious crisis, with its ensuing depression, that caused 
the reaction of 1923. Business men then remembered 
vividly the depression of 1920-21. Many of these men 
understood the basic conditions that led into that crisis; 
and they wished, if possible, to control conditions to the 
extent of avoiding another serious depression. They 
wished to avoid price inflation. 

Commodity prices are inflated when they are higher 
than warranted by the actual existing relationship 


between supply and demand, as when demand is arti- 
ficially increased by commodity speculation. 


Those business men who, in the spring of 1923, felt that 
their own costs of production were far too high, were the 
first to act in order to prevent price inflation. They re- 
fused to buy materials at the high prices then asked. 
Their lead was readily followed by other business men 
who preferred a comparatively mild business reaction in 
1923, rather than take the risk of a much more serious 
depression later on—in accordance with the many pub- 
lished opinions that this could and should be done. 


This increased sensitiveness on the part of many busi- 
ness men in recognizing conditions that forerun changes 
must hereafter be taken into account by every business 
man who would attempt to anticipate the time, the ex- 
tent, and the duration of such periodic reactions as may 
come upon us from time to time in the future. We must 
remember that business executives are to-day more likely 
to check their buying and the carrying out of their plans 
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for expansion at the first signs of the development of 
unsound conditions. 
NO SINGLE CAUSE ACCOUNTS FOR CRISIS 

The coming of a business depression cannot be reduced 
to a single cause. There are always a combination of 
sauses. In fact, few, if any, results In business can be 
attributed to one cause; therefore— 

Always guard against assigning a single cause to results, 
for usually results come from a combination of causes. 

That is a principle of profitable business management 
which applies widely; it is not confined to explaining 
changes in general business conditions. Usually there 
are a combination of causes which account for fluctua- 
tions in profits, in sales, in operating costs, in collec- 
tions, in turnover of stock and of labor, in the number 
of complaints that come in, and so on, as well as in gen- 
eral business conditions. 


Causes of the 1920-21 Depression. We know that the 
conditions which brought about the serious depression of 
1920-21 were not like those which brought the mild reac- 
tion of 1923; and we know that the conditions in both 
cases Suggest a combination of causes rather than a sin- 
gle cause of reaction. 

The outstanding forces which were the more immediate 
causes of depression in the early months of 1920 were— 
1, The low condition af bank reserves, which had led the 

Federal Reserve Banks to advance discount rates. Nearly 
all the banks of the country began te curtail their leans 
to business men. This caused many business concerns to 
halt their plans for further expansion, and it pushed some 
of them into “foreed sales” in order te hquidate some of 

their bank loans. 

2. The partial breakdown of the transportation system, which 
Was, m part, a result of the rum-dewn condition of the 
railroads following their high-pressure service during the 
War. Poor railroad service caused many losses from 
delays in moving goods and materials; it added to the 
high costs of doing business. 
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3. The high cost of living, with advances in the money in- 
comes of many classes of people failing to keep pace with 
rapidly advancing retail prices. As wages and salaries grew 
smaller in relation to the soaring cost of living, retail 
sales began to fall off. 


4. Commodity speculation—the buying and storing of many 
raw materials in anticipation of a profit from a further 
rapid rise in their prices; also the piling up of surplus 
inventories of stock in many factories and mercantile 
houses. 

It is significant that among the first important mani- 
festations of the great reaction of 1920 was, early in the 
year, a recession in the retail prices of silk goods and 
other textiles, leather goods, and certain other commodi- 
ties, the very high prices of which had been, to a great 
extent, artificially sustained by speculation. 


The Most General Cause of a Crisis. While there are, as 
a rule, a group of factors which characterize conditions 
that forerun crises, it is widely believed that the most 
general cause of a reaction, whether it is severe as in 
1920 or mild as in 1928, is the development of an unbal- 
anced condition between production and consumption, 
wherein some important commodities are produced in far 
too great, and others in far too small, quantities in rela- 
tion to the demand for them. This unbalanced condition 
is indicated when the prices of some commodities get 
far out of line with many other prices; also when costs 
in many industries become so high in relation to selling 
prices that profits are cut off. 

It is often the case, as it was early in 1920, and as 
before suggested, that an artificial scarcity of some com- 
modities has been created by speculators, who have 
bought large quantities of goods and are withholding 
them from the market. Early in 1920, a large quantity 
of raw silk, among many other commodities, had been 
accumulated and was being held by speculators “for the 
rise,’ even tho the rise had already carried the price of 
silk to a peak far higher than the level of prices in general. 
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When Will the Downward 
| Readjustment Come? 


Study Conditions that Forerun Depressions 


Following are basic conditions which ordi- 
narily develop during the “boom” period of a 
business cycle, and which lead into a period of 
depression or readjustment: 


1. Rapidly increasing costs of production, 
especially when costs per unit of product 
are rising faster than selling prices; there- 
fore 








2. Decreasing profits while production, sales, 
and prices of finished products are still 
rising. 


3. Retail prices rising faster than wages and 
salaries. 


4. Commodity speculation—buying oversup- 
ples of commodities and withholding them 
from re-sale or storing them for use in pro- 
duction later on, which creates an artificial 
demand leading to overproduction of many 
commodities. 


5. Abnormally high interest rates—low bank 
reserves in relation to loans and deposits. 











Such are basic developments during a business boom which bring about 
the necessity of a readjustment. 
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Certain bankers early in 1920 came to a realization 
that the price of silk did not represent the true condition 
of the actual relationship between the large stocks of 
silk in storage and the consumption of silk, and that the 
buyers of raw silk for the mills would sooner or later 
prefer to stop buying rather than take the risk of not 
being able to sell their silk goods later on at a price 
high enough to allow them to make a profit. At the 
first sign of buying resistance, therefore, if not before 
this actual strike of buyers set in, some Hastern bankers 
began to pare down their loans, the security for which 
was based upon raw silk held in storage. This action of 
the bankers also came, in part, as a result of the known 
conditions of inflation in Japan, our chief source of sup- 
ply for raw silk, suggesting to the bankers the oncoming 
crisis in that country, when they knew prices there, in- 
cluding the price of raw silk, would fall fast. 


The Right Attitude toward the Banker. The bankers 
were to be commended rather than blamed for their 
action; for, as we know, it is a prime duty in operating a 
bank to avoid risk of loss thru deterioration in the value 
of the collateral put up to secure loans. 

Efficient management understands the viewpoint of 
bankers toward collateral on loans, and anticipates, so 
far as possible, likely changes in appraisals of the 
value of collateral pledged to secure its loans. 

Take conditions in the early summer of 1923, for exam- 
ple, when the value (the market price) of nearly all 
shares of capital stock tumbled to low levels. It was 
then the duty of every bank to scan its list of loans 
secured by stock and to weed out all loans which showed 
an unsafe margin or spread between the value of the 
stock put up as security for the loans and the amount of 
the loan. (The probable future value of the stock during 
the time the loans had to run before payment was due 
was, of course, considered.) This action of the banks 
in 1923 naturally caused many business men, who had 
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secured their loans by deposits of stock, to liquidate all or 
part of those loans by selling all or part of their-stock; 
and this gave added impetus to the selling movement 
in stocks which forced the price of many stocks to still 
lower levels. 


The Cumulative Spreading Effect of Forced Selling. 
It is apparent that once a forced selling movement gets 
started, the result is cumulative. When, in the spring 
of 1920, some of the holders of raw silk, for example, 
were forced to sell in order to make their loans safe 
enough to satisfy good banking practice, this forced sell- 
ing caused the price of silk to begin to drop, and the 
drop in price rapidly gathered momentum as increased 
selling at lower prices revealed the artificial character 
of the demand which had sustained the late high prices. 

Almost immediately the inflated condition of prices in 
general became apparent to nearly everybody concerned, 
and prices in general fell rapidly, as we know, with serious 
losses to many business concerns whose management 
had not anticipated this result of the abnormal boom of 
1919 and therefore had not prepared for its coming, as 
by cutting down their inventories of materials and sup- 
plies in stock and by accumulating a strong cash reserve. 

* * * * * * 

We now appreciate the nature and the importance of 
the business executive’s problem of anticipating changes 
in general business conditions. We have partially 
analyzed the causes of periodic crises and depressions as 
revealed in the crisis of 1920 and the reaction of 1923. 
Next, let us go further into these causes, with a view 
toward being better able to recognize the signs of an 
approaching storm in business conditions and of recovery 
from depression. We will, in Part II of this executive 
manual, make a brief survey of the more important 
“barometers” that management studies in planning its 
purchases, sales, finances, and production for the next 
period ahead. 


LOOKING AHEAD IN BUSINESS 
Part IT 
SIGNS OF CHANGE IN Bustngss ConpITIONS 


IGNS pointing to the crisis of 1920 were plain in 
1919 to those who could read them. There was the 
growing scarcity of loanable funds in the banks, 

reflected in high interest and discount rates. This grow- 
ing strain on bank credit was the result of a high and 
feverish rate of business activity, with soaring prices and 
costs. More and more money and credit were required 
for financing business operations as the costs of increas- 
ing production and trade mounted higher and higher 
week by week. 

Those who in 1919 understood how it is that a high 
and rising level of prices and costs in general tends to 
rise more rapidly as activity approaches its peak, and 
particularly how a rapid rise in high prices accompanied 
by commodity speculation tends to cause a lack of bal- 
ance between production and consumption, were not 
caught off guard when the crisis came in 1920. They did 
not fall into the contagious outlook of those who could 
see no end to the “good times” of the boom period of 
1919. 


Looking Ahead in 1923. Some of those who foresaw 
the crisis of 1920 also anticipated the reaction early in 
1923. They realized that business men in general, as a 
result of their experience in 1920, had become extremely 
cautious in their attitude toward a very rapid rate of 
increase in production, for output in the gountry as a 
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whole had about reached its full capacity in March, 
1923. And the producing capacity of the country had 
been enlarged during the War and post-War boom period 
far beyond the need and demand for output in 1923 and 
1924. 

Early in 1923, danger ahead was indicated by the soar- 


ing cost of buildings, as explained in previous pages. - 


Men who could look ahead saw the probable reaction of 
builders in some localities against exceedingly high costs. 
Some also saw that speculators on the stock exchanges 
would take advantage of the growing spirit of caution 
which was being sharpened by many published warnings 
that another serious reaction would come if the fast rate 
of increase in the volume of production was to continue. 
The “bears” or “shorts” (speculators who borrow stock 
to sell and then, later on, return it to the lender, hoping 
to be able to buy it for less later on than they receive 
for it at present) did succeed, thru their “short sales”— 
that is, the sale and delivery of borrowed stock—in forc- 
ing the price of many stocks to very low points. This 
downward movement of stocks was accentuated by a 
few failures among financial houses that dealt in foreign 
currenciés and exchange, altho the causes of these fail- 
ures were in fact unrelated to industrial conditions in the 
United States and ordinarily would have had no direct 
influence on the price of stocks. 

This determined “bearish” attack in the stock market 
in turn had the effect of further intensifying the spirit 
of caution among those business men who thought they 
saw in the downward movement of the prices of stocks 
a forecast of diminishing profits during the rest of the 
year. This hesitancy in making plans for future produc- 
tion played into the hands of those speculators whose 
interests were served by growing weakness of prices in 
the stock market. 


The Part Played by the Banks. Another factor which 
intensified thg general spirit of caution prevalent early in 
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1923 was a slight increase in discount rates by the banks, 
which was attributed by many business men to the fact 
that the bankers thought that expansion of business in 
general was headed toward a condition of inflation, for 
the banks at that time still had plenty of money to loan. 
Thus, in the reaction of 1923, we had a demonstration 
of the fact that: 

There is a possible limit to expansion of business 

apart from that set by the amount of loanable funds 

available for use in expanding business operations. 

It is true that a period of prosperity will not neces- 
sarily continue, without reaction, until bank reserves be- 
come so low as to force curtailment of credit extensions 
by the banks, but depletion of bank reserves has been 
an important feature of conditions that preceded many 
of the crises of past years. Furthermore, depletion of 
bank reserves, when and if it again appears, will undoubt- 
edly be a sign of the near approach of a period of read- 
justment, involving a reaction or depression in business 
activity. 


THE LENGTH OF PERIODS OF DEPRESSION 

Thus far we have been concerned almost wholly with 
conditions which precede the coming of reactions or de- 
pressions in business, because this aspect of the business 
cycle is of chief practical concern in business manage- 
ment. But once business activity has started on its 
way downward, it is also important to know when it will 
start improving, so that we can make plans for the 
future accordingly—perhaps take advantage of the low 
prices asked for materials and supplies when the bottom 
of the market has been reached and, in general, get ready 
for increasing sales and production. 


The depth and duration of a business depression de- 
pend a great deal upon the extent to which production 
and consumption get out of balance during the pre- 
ceding boom period, altho other factors,,such as wars 
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er erop failures, may serve to hasten or retard the time 
of recovery. As a rule, it is true that: 
The greater the breadth and extent of unbalanced 
conditions between production and consumption, 
Prices, costs, and wages, the greater will be the depth 
and breadth of depression and the longer will it take 
te bring about readjustments which lead into the 
peried of recovery. 

When conditions in general are badly deranged, with 
excessive stocks of materials and of merchandise acecumu- 
lated, with excessively high prices and costs of produc- 
tion, with many business concerns showing low margins 
of capital over indebtedness to banks and investors, with 
bank reserves in general hovering down close to the low 
limit, with the cost of living increasing faster than wages 
and thus reducing the purchasing power of the masses 
of industrial workers, with production far out of line in 
both the varieties and quantities of output in relation to 
the changing demands of consumers—when such condi- 
tions are pronounced, as in 1920, then naturally a longer 
time is required for readjustment than was the case, for 
example, in the reaction of 1923. 

Then, in 1923, unsound economie conditions had hardly 
begun to develop before a reaction set in, coming mainly 
as the result of widespread caution on the part of business 
men who wanted to avoid another period of price infla- 
tion, as explained in previous pages. No serious and pro- 
longed depression can come unless unhealthy conditions 
im the country, such as those in 1919 and early 1920, are 
developed. 

The periods of depression that have followed the twelve 
or fourteen crises that have occurred in this country dur- 
ing the last hundred and twenty years have nearly all 
been shorter in duration than the length of time involved 
in the ensuing periods of recovery and prosperity. Some 
of these depressions ran their course in a few months; 
others, as In 1920-21, continued for a year or longer before 
business conditions began definitely to improve. 
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But with our recent accumulation of facts concerning 
the causes of crises, it is not now so likely that conditions 
will in the future be permitted to get so badly out of 
balance before the caution and conservatism of business 
men and bankers will bring about a relatively brief period 
of readjustment. This is a point to be remembered. It 
does not mean that we shall so completely stabilize 
conditions as to avoid recurring ups and downs, but that 
the ups and downs will probably be less prolonged and 
less severe. The minor reaction that started in the spring 
of 1924, for example, was comparatively short in duration 
and not excessively severe. Intelligent producers then 
were quick to adjust their outputs to the changes in 
demand. 


GOOD MANAGEMENT AND THE BUSINESS CYCLE 

Let us again call to mind the fact that a downward or 
upward movement of business activity as a whole does not 
necessarily affect every business in the same way or at the 
same time. Rising and falling activity, as gauged by sales 
in one business, may precede or lag behind the long-swing 
movements of business in general, or may, in some cases, 
run counter to these long-swing movements. Further- 
more, a period of depression, as in 1921, may serve to 
increase the business of those producers who can profit- 
ably supply a universal necessity at an unusually low 
price. (Lower costs are a definite objective which pay 
dividends in many ways.) Or a wholesale distributor or 
-a manufacturer may so operate his business during a 
depression that many retailers can buy from him more 
advantageously under the “small-and-often” or “hand-to- 
mouth” buying policy which characterizes the retail 
merchants’ methods particularly during times of falling 
prices. Also some products or services are naturally more 
in demand in time of depression than in times of pros- 
perity. For example, when an individual employe is laid 
off or his pay is reduced either by a cut in wages or by a 
reduction in working hours, that individual becomes more 
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What Happens During Depressions? 


Following are the conditions which develop during 
severe depressions and pave the way for a period of ris- 
ing business activity: 

1. Prices and costs in general fall, fast at first and 

slower as they approach the low point. 

2. Production is curtailed, causing unemployment to 

increase, with readjustment of wages to lower levels. 

3. Wide variations in the prices and costs of different 

industries get back closer to a common level. 

4. Surplus stocks of goods on hand are gradually used 
up; inventories are greatly reduced, and their value 
as carried on the books are “written down” to the 
lower replacement prices. 

Margins of profit are greatly reduced, and losses 
are heavy on the sale of finished products that were 
produced when costs were higher, or on products 
currently made up of materials purchased at 
recently high prices. 

6. Credit extensions become very conservative and 
collections are pressed hard; there is general pressure 
for liquidation (payment) of notes, bills, and loans 
payable. 

Bank reserves are built up by sharp reductions in 
loans and deposits. 

Buying is cautious and is confined to the purchase 
of necessities for current needs. Hand-to-mouth 
buying increases. : 

Business failures increase in number, weeding out 
the less efficient among competing concerns. 

10. An unsatisfied need for many things develops. 
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Such are the main developments during a period of depression. Finally, 
when surplus stocks are used up and demand for many things begins to 
reappear here and there, prices begin to stabilize at low levels and buyers 
gradually become less cautious. This marks the beginning of a general 
recovery from the depression, which always automatically follows the 
readjustments above indicated. Sometimes something happens to hasten 
the time of recovery, such as an exceptionally profitable harvest or heavy 
purchases for new construction by the government, or perhaps a marked 
imerease in export demand on the part of foreign buyers who want to 
take advantage of prevailing low prices in the country where the depres- 
Sion exists—unless the depression is world-wide. 
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receptive to the appeal of practical services available for 
helping him to better his position in the business world. 
We must remember that: 

Every business is not affected in the same way or at 

the same time or to the same extent by changes in 

the condition of business in general. 

Altho there are some business concerns which are not 
adversely affected by hard times, and a few, perhaps, that 
are not favorably affected by good times, they are excep- 
tions to the rule; therefore, in nearly all business con- 
cerns, management must seriously consider ways and 
means of providing against the threat of loss in bad times 
and of providing for the maximum of gain in good times; 
and it must determine from past experience whether its 
increase or falling off in sales lags behind or precedes the 
increase or falling off in general business activity. 

Perhaps nothing else will aid in making this compari- 
son so much as such barometers as the weekly reports of 
“bank debits” (checks paid), railway car loadings, the 
trend of the level of prices in general, the trend of out- 
put in important industries (such as iron and steel and 
textiles), commercial failures, and so on. In other words, 
the executives of a business must be able to read the 
signs of change and thereby to anticipate, as closely as 
possible, the time when outside forces will begin to oper- 
ate against or for the earning of profits. Before analyzing 
these signs of change, which are called business barom- 
eters, let us further analyze good business practice during 
times of prosperity and of depression. 


Efficient Management During Prosperity and Depression. 
First of all, management should be able to foresee an 
oncoming depression in time to prevent losses by being 
caught with large stocks of materials or merchandise on 
hand bought at top prices and not used up or resold when 
prices begin to fall; and it should foresee oncoming im- 
provement in time to profit by preparations for better 
times ahead. During good times it avoids tying up too 
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much of its capital in new ventures the returns from 
which come in over a long period of time; it builds up 
and maintains a good surplus of funds available for use 
as working capital; and it does not too greatly increase 
its indebtedness in its eagerness to expand, especially so 
at the “boom” period of the business cycle. 


In fact, in good times, busmess management finds op- 
portunity to cut down its indebtedness and put itself in 
good position to meet any reverses later on. Also, in good 
times efficient management accumulates a surplus for use 
in making additions to its physical plant later on, when 
costs of construction will not be so high as they are in 
prosperous times. 


In addition to making the most of its opportunity dur- 
ing good times to improve its financial position as such, 
efficient management does not, just because sales happen 
to be good on its old products and services as they are, 
neglect any opportunity to improve these products and 
services. Neither does it neglect to find ways of decreas- 
ing the cost of production, just because prices happen to 
be high enough to yield a good margin of profit; nor does 
it neglect its opportunity to keep down overhead and 
selling expenses—in short, all costs of doing business— 
just because it “can afford” to be extravagant. 


To increase net profit, to secure competitive ad- 
vantage, to establish a ‘‘record’’ as a manager, to 
keep in condition for every kind of business weather, 
to insure profitable management of any kind, no other 
one accomplishment has the force of a reduction in 
cost—when reducing the cost does not adversely 
affect the quality, service ability, or desirability of 
the product. 


Efficient management can often improve its condition 
during hard times as well as during good times, as by 
means of improvements in its products, especially so 
when the changes in a product or service result in lower 


costs, which permit a lower selling price. The funda- 
mental principle is this: 
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During depressions prepare for better times ahead; 
during prosperity, prepare for the reaction ahead. 
That is the general principle applied in good business 
practice during periods of rising and falling activity. 


Allow No Let-Down in the Drive for Improvement. 
A point which must be remembered by every executive is 
that any let-down in the constant drive for improvement 
is at no time warranted, whether the outlook of general 
business conditions is bright or dark and regardless of the 
present stage of the business cycle. 


This does not mean, however, resistance against neces- 
sary retrenchments or lack of caution at times when the - 
outlook is dark. It does mean that when profits are good 
the cash surplus should be built up as a fortification 
against the time of reaction and depression. Further- 
more, the constant drive for improvement does not mean 
heroic but ineffective attempts to increase sales when 
adverse general business conditions make a gain in sales 
beyond a certain point—the point of diminishing returns 
—a source of loss rather than of gain. 

‘‘Improvement at all times’’ means that management 
is at all times awake to its opportunities, taking full 
advantage of those at hand and getting ready for 
those in the future. 

In so far as opportunities are eee or enhanced by 
general business conditions from time to time, manage- 
ment accurately gauges these opportunities and takes 
fullest advantage of them. As before stated, during times 
of depression management prepares for recovery. It may, 
during depression, make desirable changes in the person- 
nel of its organization, in its plant arrangement and 
equipment, or in its policies and general plans of opera- 
tion. Such changes, when made during times of depres- 
sion, may then interfere less with gain of profit than when 
they are made during times of high business activity. 
In fact, many business concerns find their best opportu- 
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nity for many fundamental improvements during periods 
of general depression in business. 


Let it be emphasized again that the eye of management. 
must also none the less be focused upon improvements 
during times of high activity. During such times im- 
provement usually lies in the direction of gaining greater 
customer satisfaction thru better service, for a period of 
prosperity is the time when competitors are likely to 
“let down the bars.” We should remember that rush 
periods are a time when good service—service free from 
clerical errors, from deficiencies in product, from slow 
deliveries, and so on—is most appreciated by customers, 
who will remember this good service when they come to 
have a wider choice of suppliers later on when business 
slows up again. 

Opportunities for a business, like those of an indi- 
vidual, are largely a result of being prepared. Intel- 
ligent foresight of executives fortified by an under- 
standing of economic laws, real leadership exercised 
in accordance with the principles of favorably in- 
fluencing workers’ attitude and production, and 
ceaseless attention to detail and costs make for un- 
limited business opportunity. 

Every executive must look ahead and anticipate 
changes in conditions which permit his business to “cash 
in” on present improvements in the future. This requires 
him to follow underlying economic movements which 
forerun important changes in general business activity, 
and to determine the relation of his own business to these 
changes. Regardless of changes in general business con- 
ditions, he must anticipate any important changes that 
may come in his particular line of business, such as 
changes in the consuming habits of the final buyers of 
his products; likewise changes introduced by competing 
suppliers, such as improvements in their product and 
service and their operating methods. 


~ 
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THE MAIN BAROMETERS OF BUSINESS 


Having considered the nature of changes in business 
activity as a whole, the importance of ability to antici- 
pate these changes and to prepare for them, we are ready 
to analyze the main “barometers” which indicate the 
present status, the trend of change, and the probable 
future changes in business conditions. 


These barometers variously indicate the facts about all 
the fundamental changes mentioned in preceding pages; 
and these facts relate either to financial, industrial, com- 
mercial, or agricultural conditions. Some of these 
barometric facts, such as bank clearings, relate to all 
kinds of business activities. Some so-called “barom- 
eters” of business help very little in forecasting future 
changes; others, such as major movements in the price of 
shares of capital stock as listed on the stock exchanges, 
at times help greatly in forecasting the future. 


Financial Facts Used as Barometers. Fluctuations in 
the price of industrial shares of capital stock, including 
railroad shares, as reported by newspapers and financial 
journals for selected groups of stocks picked as represen- 
tative of the entire list, are perhaps the principal financial 
barometer of business, altho they could be classified as 
industrial or commercial, because they indicate antici- 
pated profits of industrial or commercial enterprises. The 
point to be remembered is that: 

A general, deep, and well-sustained drop in the stock 
market is usually caused by strong expectations of 
diminished profits and curtailed dividends among 
large business concerns in general during the ensuing 
six months or year. 

Vice versa, a well-sustained rise in the price of stocks 
ordinarily indicates general expectation of better business 
during the ensuing six months or year. 

The forecasting significance of this barometer, how- 

ever, must be modified by judgment concerning the 
amount of manipulative influence that is exerted upon 
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On this and the opposite page are a few of the barometers used by business men 
to determine present conditions and the probable trend of change. You can follow 
published facts like these in sizing up outside influences on your business. 
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the stock market by certain “bears” on one side, who 
are “selling short’’—that is, selling borrowed stock to be 
purchased later on and returned to the lender, as pre- 
viously explained—or by certain “bulls” on the other 
side, who are buying at present solely because they hope 
their purchases (increased demand) will tend to raise the 
price of the stocks they buy, allowing them to unload 
(sell) later on at a profit. 

Thus by “manipulative” influence is meant the buy- 
ing or selling of stocks, not because changes in price are 
anticipated as a result of changes in industrial and com- 
mercial conditions, but solely because buying or selling 
itself has an elevating or depressing effect on the price of 
~ stocks. 

In the spring and early summer of 1923, for example, 
stock prices were greatly depressed, largely as the result 
of the manipulation of able “bears,” whose large sales 
induced large numbers of outsiders—that is, nonprofes- 
sional speculators—to sell their holdings. The very low 
prices that stocks reached before the end of this move- 
ment early in July of that year did not represent the 
actual expectations of profits for the year as gauged by 
many other barometers, for other barometers indicated a 
general condition of good health in commercial and indus- 
trial conditions at that time. 

. The probable amount of manipulative influence in the 
stock market must be taken into consideration when 
using the trend of change in the prices of stocks as 
a forecaster of changes in general business conditions. 

Ordinarily, however, a well-sustained rise in the value 
of industrial stocks indicates expectation of increasing 
profits during the ensuing six months or year, as pre- 
viously stated, while a well-sustained fall in value indi- 
cates an expected fall in profits. 

When stocks are rising or falling, the prices of bonds 
usually (tho not necessarily) move in the opposite direc- 
tion. This is caused, in part, by the fact that the prices 
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of bonds are likely to be bolstered up because many in- 
vestors transfer their holdings of stocks to bonds when 
the prices of stocks begin to fall, while investments tend 
to shift from bonds to stocks when stock prices are rising. 

Any one of several published averages of from 20 to 
50 representative stocks and bonds, such as that appear- 
ing regularly in the monthly LaSalle Business Bulletin, 
may be followed from time to time. But any interpre- 
tation of the forecasting significance of changes in stock 
and bond prices must be made cautiously in the light of 
many other kinds of barometric facts. We must remem- 
ber that a fairly well-sustained fall in stocks may be 
achieved at a time when there is little, if any, underlying 
evidence of oncoming depression revealed by other 
barometers of business, so contagious is pessimism among 
the rank and file of speculators in industrial stocks. It 
must also be remembered that a fairly well-sustained 
rise in stock prices may come in the face of commercial 
and industrial barometers which point toward decreasing 
dividends, so blind is the optimism of the rank and file of 
speculators in stocks. 

Other Financial Barometers. A purely financial barom- 
eter is the ratio of reserves to notes and deposit liabilities 
in the combined statement of the twelve Federal Reserve 
Banks, as reported from week to week by the Federal 
Reserve Board. When this ratio gradually gets down near 
the 40 per cent limit—as it did early in 1920—indicating 
the point where bank reserves begin to be strained, it 
is a fairly dependable indication of reaction not far ahead. 
A reaction may come, however, when this ratio is rela- 
tively high, as in the minor reaction of 1923 and again in 
1924, when it was close to 80 per cent, which was twice 
the legal minimum for this ratio. 

Bank clearings and “bank debits to individual ac- 
counts” (debits include all checks cashed, those that do 
not, as well as those checks that do, enter into clearing- 
house transactions) indicate changes in present condi- 
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tions, largely seasonal, rather than future changes. It 
must also be remembered that financial settlements as 
revealed in the volume of bank clearings, or of total 
check payments, largely represent past business trans- 
actions. . 

But the ratio of bank loans to deposits, as reported 
for 800 or 900 member banks in the Federal Reserve 
System, has at times considerable forecasting significance. 
When a relatively narrow spread develops between bank 
loans and deposits, and especially when the spread is 
growing constantly narrower from month to month, as 
is its tendency in times of great prosperity, this indi- 
cates high and growing indebtedness of business firms in 
relation to their deposits, or a weakening condition of 
business finance in general; therefore the approach of a 
‘period of reaction and readjustment. 


Movements of interest and discount rates also have 
considerable forecasting significance. When they are rel- 
atively low, this indicates “easy money’”—relative ease in 
borrowing all the money needed for expansion of busi- 
ness; while high interest and discount rates (“tight 
money’) tend to cause contraction of loans and are a 
deterrent to further expansion of business. In either 
case, however, it is the confidence or the lack of confi- 
dence on the part of business men in thinking that busi- 
ness in general will continue to get better or worse that 
determines whether or not they will either expand or con- 
tract their operations, regardless of interest or discount 
rates. Nevertheless, a rapid and extensive rise in dis- 
count rates, such as that of the early months of 1920, 
indicates either lack of confidence on the part of the 
banks or a growing strain on credit resources, or both, 
and this usually precedes a downward turn in general 
business conditions; while a sharp and extensive down- 
ward turn of these rates, such as that of the latter half 
of 1921, ordinarily indicates forthcoming improvement in 
general business conditions. 
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_ Industrial Barometers. Among the more important 
industrial barometers are fluctuations in the total volume 
of pig iron and steel ingot production, unfilled orders of 
the United States Steel Corporation, figures on employ- 
ment and the course of wages, orders placed for railroad 
equipment, total production of automobiles and trucks, 
and car loadings; also contracts awarded for new 
buildings. 

Car loadings is a commercial as well as an industrial 
barometer, for it, of course, includes shipments of mer- 
chandise as well as shipments of other manufactured 
products and of raw materials. In using car loadings as 
a barometer of business it is well to compare past and 
present figures on each classification of freight. hauled, 
rather than total car loadings. “Merchandise in less than 
carloads,” which is one classification of cars loaded, may, 
for example, be relatively high when total car loadings 
are relatively low, indicating a good volume of distribu- 
tion of merchandise, while other classes of freight, such as 
coal, may be running very low, as was the case in the late 
spring of 1924. 

The course of wages in industries is important. When 
employment is full and labor in many lines is scarce, 
wages tend to keep rising and costs of production increase 
rapidly. Output per man per day or hour tends to de- 
crease. Increased costs of production cause soaring prices. 
The incomes of salaried employes and other relatively 
fixed incomes lag far behind the rise in prices, and their 
purchasing power falls off. The cost of living begins to 
rise faster than incomes as a whole, and this development, 
if unchecked, leads to reaction in the not-distant future. 

Tron and steel products are so numerous and so great 
in their aggregate volume of production that changes in 
the total output of pig iron and of steel ingots are highly 
respected as an indicator of changes in general business 
conditions, Production of iron and steel is very sensitive 
to changes in demand for iron and steel products, many 
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of which are ordered for future delivery. Each month 
the United States Steel Corporation reports the number 
of unfilled orders on its books. When unfilled orders go 
up, this usually indicates generally rising business activ- 
ity; when they go down, falling business activity is usu- 
ally indicated. 

Another very substantial industrial barometer is the 
volume of new building construction, as indicated by the 
volume of building permits and of contracts for new 
buildings awarded, reported each month by the 
F. W. Dodge Company. Changes in permits, and espe- 
cially in building contracts awarded, indicate coming 
changes in this great industry which affect directly the 
fortunes of so many of the country’s workers in hun- 
dreds of allied industries. A drastic fall in building 
activity is bound to be a serious menace to business con- 
ditions in general, while a substantial pick-up in this 
industry usually carries with it general improvement in 
business conditions as a whole. 


Important Commercial Barometers, Among the impor- 
tant commercial barometers are business failures, particu- 
larly the number of dollars involved. Failures are 
relatively low in the period preceding a crisis and re- 
latively high during depression, and often they are high 
well on into the period of recovery. The volumes of 
wholesale and of retail sales are also important, particu- 
larly wholesale business, because it foretells the prospects 
for retail business as estimated by retailers as a whole, 
who are in close touch with consumers. But in recent 
years retailers, also wholesalers to a large extent, are 
not buying for future delivery as much as they did in 
former years. Widespread “hand-to-mouth” buying 
became a general retail policy after the depression of 
1921. This development caused more of the risks of 
forecasting demand to be assumed by manufacturers. 
Yet the degree of willingness or reluctance of retailers to 
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place orders for future delivery still serves to indicate 
their opinion of the future trend of consumer demand. 


The Agricultural Barometers. The Federal Government 
and other agencies publish a great variety of statistical 
facts and estimates concerning several phases of all im- 
portant farm and ranch products. Forecasting the pro- 
duction of, and the probable consumptive demands for, 
farm products is more extensive than in any other divi- 
sion of business activity. 


The main agricultural barometers which indicate 
future changes in business conditions are, of course, the 
facts and estimates of crop production, published regu- 
larly both by the Government and by some private 
investigators, covering all the principal crops according 
to season. These crop-yield facts and estimates are re- 
flected in prices as fixed by speculators on the produce 
exchanges. These prices in the case of our principal 
crops, such as wheat and cotton, reflect world conditions 
of present and probable future consumption in relation 
to supply. Again, however, as in the case of industrial 
stocks, some degree of manipulative influence in the 
produce market compels caution in using crop statistics 
as a means of anticipating the future prices of farm 
products, altho the prices of farm products in general are 
ultimately controlled by supply and demand. 


It is the relation between agricultural conditions and 
general business conditions that is of greatest significance 
to business men. This relation centers around fluctua- 
tions from year to year in the purchasing power of farmers 
as a class. This purchasing power resides in the value of 
farm products (prices received for them by the farmer) 
in relation to the prices paid by the farmer for what he 
buys. With fairly good-sized crops in general and with 
fairly good prices received for them by the farmer in 
comparison with the prices he must pay for the manu- 
factured goods he needs, we would expect, of course, a 
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good volume of sales to farmers—one of the most impor- 
tant forces making for general prosperity. Under reverse 
conditions—that is, comparatively poor crops not fully 
compensated for by higher prices—wherein ‘the purchas- 
ing power of farmers as a class is comparatively low, we 
would naturally expect a comparatively small volume of 
sales to farmers. 

Fluctuations in the farmers’ purchasing power is, in 

fact, one of the most important of influences on busi- 

hess conditions in general. 

There are published, from time to time, estimates of 
increases or decreases in the total annual income of 
farmers, stated in dollars. We must remember, when we 
use these estimates as the basis of an optimistic or a 
pessimistic outlook, that it is not the dollar income of the 
farmer but his purchasing power that counts; and this 
power to purchase depends upon the prices of what the 
farmer wants to purchase as well as upon how many 
dollars he has to spend. Farmers as a whole may in one 
year get in a billion dollars more for their crops than in 
the previous year, yet may have less real purchasing 
power than in the previous year, because the prices of 
what they buy may have been much lower in the pre- 
vious year. 


The Price Level as a Barometer of Business. The one 
great general barometer of business activity is the course 
or trend of the level or average of prices in general. 
There are several indexes of the level of wholesale prices, 
such as Dun’s, Bradstreet’s, Fisher’s, and the Classified 
Index of the Bureau of Labor Statistics. The National 
Industrial Conference Board reports retail prices; also the 
trend in the cost of living to the average family, com- 
bining the five principal items in a family budget—rent, 
food, light, heat, and miscellaneous. An index showing 
changes in the wholesale price of foods alone is prepared 
and published by the New York Times’ Annalist. Brad- 
street’s also publish a weekly index of food prices. 
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Watch These Barometers of Business 


The principal facts which indicate the present status 
and the probable trend of business conditions in general, 
are: 


I Frnancrtat BAROMETERS: 


1. The movement of the prices of industrial 
stocks and railway shares. 

2. Bank debits (customers’ checks paid by banks). 

3. The spread between bank loans and deposits. 

4. Ratio of cash reserves to notes and deposit 
liabilities in Federal Reserve Banks. 

5. Movements of interest and discount rates. 


II InpustriAL BAROMETERS: : 

1. New construction—volume of building con- 
tracts awarded. 
Pig iron and steel ingot output and prices. 
Unfilled orders of U. 8. Steel Company. 
Fluctuations in employment and wages. 
Freight car loadings. 


a a 


III CommercrtaL BAROMETERS: 
1. Business failures. 
2. Retail and wholesale volume of sales. 
3. Exports and Imports. 


IV AcricuLTuRAL BAROMETERS: 


1. Crop estimates and prices. 
2. Movements of live stock and prices. — 


V Price LeEvELs: 
1. Changes in the relation .of commodity group 
levels. 
2. Relation of wage movements to cost of living 
(retail prices). 








[ea 

The above list of business barometers is not complete, but gives those 

which are more generally relied upon in forecasting changes in business 
conditions, as explained in this manual. 
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A significant aspect of the level of prices in general as 

a barometer of business is found in the changes of the 
relationship between the levels of the prices received by 
different groups of producers, indicating that one or the 
other of these groups of producers is exchanging its prod- 
ucts for the products of others at an increasing advan- 
tage or disadvantage. Very high prices on one item, or 
on one group of related items, such as farm products, 
relative to the prices of other items or groups of items, 
such as building materials, indicates lack of well-bal- 
anced production and consumption; that is to say, one 
group of products is relatively scarce and high priced 
and the other group relatively plentiful. If farm prod- 
ucts, for example, stand 40 per cent above the 1913 level 
of prices on these products, and building materials stand 
80 per cent above the 1913 level, then the farmer has to 
give more bushels of wheat or corn in exchange for 1,000 
feet of lumber or a few barrels of cement than he had to 
give in 1913. Thus he buys at a relative disadvantage 
as compared with relative prices of farm products and 
building material as they stood in 1913, and he will buy 
less building materials. The principle involved in rela- 
tive prices is this: 

When relative price differences between items and 

groups of commodities are growing more pronounced, 

maladjustment is growing. When the spread between 

group price levels is closing, this indicates improve- 

ment toward a better balance between production 

and consumption in general. 

* * * * * * 


In conclusion, we must bear in mind that our study 
of the business cycle, altho it has given us the outstand- 
ing points, is far from complete. It serves more as an 
introduction, giving us information of the kind that opens 
up the problem involved in looking ahead in business. 
All management, in greater or less degree, must face this 
problem, and must be, to a large extent, Independent in 
its estimate of what lies ahead in the ever-changing rela- 
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tionship of supply and demand, as this relationship ap- 
plies both to business as a whole and to our own business 
in particular. 

Forecasting changes in business activity is dangerous 
to the one who feels that he “knows it all.” The factors 
that must be considered in determining what lies ahead 
are sO numerous and so complex in their relation one to 
the others that often the most careful among business men 
fail to think far enough and deep enough to prevent their 
forecasts from going wrong. But we can cut down greatly 
the hazards involved if we remember that there is no 
single cause of reaction in business and that the effective 
combination of causes varies from time to time; also that 
certain specific conditions, as indicated by the barom- 
eters, have at one time more, at another time less, power 
of influence. 

The One Great Cause of Reactions. We must bear in 
mind that the great underlying cause of reaction lies in 
maladjustment between production and consumption. In 
some of the earlier crises of this country, maladjustment 
came primarily as the result of too rapid expansion of 
railroad construction, which tied up great quantities of 
capital in fixed investment and caused a condition of 
“tight money.” Altho tight money was the immediate 
factor in forcing prices downward after they had risen 
high in response to the huge demands for material> and 
labor, the money had become scarce as a result of fever- 
ish railroad building, accompanied by equally feverish 
promotion of new town sites along the routes of new 
railroads, and of the fast addition of new farms which 
were heavily mortgaged; all of which required huge 
amounts of money and credit in order to finance them. 

But in 1920 the reaction really came from unbalanced 
production of luxuries in response to heavy demands of 
many kinds which had been unleashed by the ending of 
the Great War—demands that were made effective 
largely by the purchasing power of thousands of people 
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who had bought Liberty Bonds and no longer felt a loyal 
obligation to save money. Production of silk shirts and 
hosiery, for example, attained huge proportions. Wages 
were high, but the cost of the necessities of life to work- 
ing men rose relatively higher. Less money became 
available for silk shirts. Retail sales of silk shirts and 
of other luxuries began to fall off. But a high rate of 
production of luxuries continued, in blind anticipation of 
heavy future demand. Prices and costs were excessively 
high and were artificially sustained by commodity specu- 
lation, as previously explained. Serious maladjustment 
of stocks available for consumption as compared with 
the falling rate of actual consumption was the general 
outcome. Reaction naturally and necessarily followed, 
precipitated by the scaling down of bank loans that were 
based on commodities as security, such as loans based 
upon raw silk in storage. 


Management—in silk mills, for example—could have 
foreseen this development had it been acquainted with 
the basic causes of reaction which we have been study- 
ing. Many did see it coming, and they prepared for it 
by keeping their inventories low and building up a good 
sized cash reserve with which to withstand the strain of 
depression. 


The Responsibility of the Individual Business. Malad- 
justment in general is composed, of course, of the aggre- 
gate of unbalanced conditions of production and 
consumption as it exists in all the separate business units 
of the country. But let us remember that: 

As the managers of more and more business con- 
cerns come to make a more scientific study of general 
conditions, and of conditions of supply and demand 
in their own lines in particular, we may expect a 
constant lessening of maladjusted conditions. 

Just as intelligent organization and control of bank 
reserves in this and some other countries has come to 
prevent old-fashioned financial panics—wherein the 
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prime cause of reaction was scarcity of money and credit, 
as in the panic of 1907—our growing intelligence as ap- 
pled to the control of production in relation to consump- 
tion on the part of management in individual business 
concerns will tend to keep production and consumption 
as a whole better balanced, with timely and relatively 
mild reactions causing certain readjustments in costs and 
prices before serious maladjustment gathers headway. 


Efficient management, therefore, will take into consid- 
eration this kind of progress in solving its problem of 
looking ahead to anticipate changes in business condi- 
tions that are brought about by influences which are 
largely outside the direct control of the executives in 
any one business. 

* % * * * * 

In the following check-up on economic principles and 
in Executive Problem 3 you will have an opportunity to 
apply what you have learned in this third executive man- 
ual. Regular reading and study of the Business Bulletin 
which you receive each month will keep you posted on 
business conditions generally and help you establish the 
habit of looking ahead and deciding what to do in the 
light of facts rather than by guesswork. 


Having worked out Executive Problem 3, which fol- 
lows, you will be better prepared for a profitable study 
of Executive Manual 4, which will complete your study 
of economic fundamentals. This manual will take up 
the important matter of changes in the purchasing power 
of the dollar, which affect many vital problems of busi- 
ness management. It will also explain how incomes are 
distributed—why some have larger incomes than others 
—and will deal with fundamental aspects of rent, wages, 
interest, and profits. Then when you come to Executive 
Manual 5 you will have a substantial background for 
your preliminary survey of the more important problems 
and principles that apply in the main departments of 
business—production, sales, and finance. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 
which follows. This check-up is entirely for your own personal 


use, so you need not send it in to the University. 





1. An issue of 5 per cent bonds of a very strong 
company became due during a period of tight money. 
The lowest interest rate at which the company could 
float a new issue of 20-year bonds was 6 per cent. It 
also could borrow the needed amount for two years at 
7 per cent, and decided to do so. Was this wise? 


Check 
Yes| No 





2. Would you consider it wise in the case of a suc- 
cessful business established in 1919 to declare a large 
extra cash dividend at the peak of a boom? 


a 





3. When times are “dull” and there is much unem- 
ployment, is a pawn broker likely to be prosperous? 





4. In July, 1921, when signs of a not-distant improve- 
ment in business were clear, a department store in a 
Northern manufacturing city was offered a bankrupt’s 
stock of well-made overcoats at a low price. An equally 
attractive bargain in jewelry was placed before them. 
Stocks in both departments were normal. They did not 
want to swing both deals, so took the overcoats only. 
Does this decision seem reasonable? 





5. Many newspapers announced in July, 1924, that 
the Government forecast of bumper crops meant one 
billion more dollars in the farmer’s pocket than the year 
before, in view of the higher prices on these crops, and 
declared that this meant the end of hard times for the 
farmer. Was this view logical? 





6. “Hand to mouth” buying is so fixed and so preva- 
lent that any more large and continued maladjustments 
of production and consumption are impossible. Is that 
a sound line of thought? 





le The fundamental causes of the depression of 1920 
were high interest rates, high prices, low bank reserves, 
and decreasing profits. Is that statement true? 
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ei Check 

8. A large auditorium was planned by a Southern |———— 
Yes| No 


city as a memorial to its soldier dead. Bonds were voted 
and all arrangements completed just at the height of a 
boom. The City Fathers decided to delay actual work 
until a period of comparative unemployment. Was this 
a sound procedure? 





9. Tea is bought abroad and several months elapse 
before it can be sold. Importers are compelled, there- 
fore, to have much stock in transit at all times. A firm 
of tea importers realized that prices were unduly high, 
and wished to prepare for falling prices. One director 
advocated an unusually heavy advertising appropriation 
to keep up sales. Another argued that their firm alone 
could not sustain the price and demand for tea, and that 
the sum sought for additional advertising could better be 
used to meet the losses they would almost certainly have 
to face. The majority agreed with the latter. Were 
they right? 





10. A fur wholesaler was hard pressed by creditors. 
Business conditions generally had been bad but were 
beginning to improve. His bank pointed this out and 
asked that he begin paying off its loan. He submitted 
comparative figures tending to show that prosperity had 
not yet had time to reach his business. Was this prob- 
ably true? 





11. Amid considerable applause the speaker had just 
sat down after an eloquent peroration in which he 
pointed with pride to the great reservoir of actual 
money supplies as shown by the extremely high bank 
reserve ratio. To him this meant that we had an un- 
precedented amount of funds available and therefore 
we should feel free of any fear of business setbacks. 
Did he deserve applause for his views? 





12. In the early fall of 1923, when the trend of the 
level of prices was upward, one merchant refused to 
order certain Christmas goods, just because their prices 
had gone up 10 per cent since the last quotation. Was 
this merchant’s decision well founded? 














Executive Problem 3 


PLANNING AHEAD 


Analyzing Business Conditions 
Unver Tue LaSatte Prosnem Merrop 


HE experience you will get in applying the 

principles of business management involved 
in this executive problem avill give you in- 
creased confidence in your knowledge and a 
greater assurance in your ability to handle 
situations that may arise In your own business 
relations. 





ys 


Prepared by the Research and Consultation 
Staff of LaSalle Extension University from an 
interesting problem which it has carefully in- 
vestigated and analyzed. 





Executive Problem 3 
PLANNING AHEAD 


The Paper Products Manufacturing Company is lo- 
cated in New York State. Founded in the early fifties, 
it has enjoyed continuous success ever since, and from a 
small beginning the concern has grown until now it is the 
largest manufacturer in many of its lines. 


This company makes a very extensive line of paper 
products, such as tags, small paper boxes, special paper 
wrappings, paper decorations of all kinds, crepe paper, 
paper napkins, and similar lines. Part of the output is 
distributed to large consumers, such as railroads, large 
shippers, and manufacturing companies; the balance is 
sold thru jobbers. In this way, with the help of exten- 
sive advertising for some of the products, both in trade 
papers and in mediums of general circulation, national 
distribution has been attained. 

The management of the Paper Products Manufactur- 
ing Company has long been held in high regard by the 
trade in general, because it has always been foresighted 
and progressive. In its daily routine and in its plans 
ahead it takes into consideration the operation of the 
business cycle, the stabilizing of production in order to 
keep its force constantly employed and to hold down 
overhead expense, a definite and consistent scheduling of 
sales which does not overload the factory resources un- 
duly in boom periods and which disposes of all the 
output in periods of depression, and intelligent purchas- 
ing, which takes advantage of low prices and at the same 
time helps them avoid being caught with inflated inven- 
tories when prices are dropping. As a result of follow- 
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ing such policies the company has determined the 
growth which it should normally make from year to year 
and this rate of normal growth enters into all decisions 
in matters of policy. 


THE STATEMENT OF FACTS 


It was during January, 1920, and Mr. Graham, the 
sales manager, was busy in his office, when Mr. Miller, 
the purchasing agent, opened the door and the following 
conversation took place: 


Mr. Miller: “Have you prepared any hard problems for us to 
solve at the meeting to-morrow?” (Referring to regular meeting of 
the higher executives which was to take place the next day.) 


Mr. Graham: “Come in. That’s just what I’d like to talk to 
you about. Prices keep going up all the time. There doesn’t seem 
to be any top. The demand for every line is now in excess of pro- 
duction capacity. It is a regular ‘seller’s market’ and even credit 
risks are not heavy, because buyers are offering cash in order to get 
goods, and everyone seems to be able to pay. Price is no object, 
because we have made general increases all along the line with no 
slackening of demand. Rather, our difficulty has been to apportion 
orders so that small buyers as well as large can get a share. That 
is why I am inclined to question the advisability of making only a 
small addition to plant facilities at a time like this when I am sure 
we could get enough business to fill a plant of almost twice the 
present capacity.” 


Mr. Miller: “Yes, Mr. Graham, but there is another side of the 
picture. Prices are high and going up, as you say, but so are costs. 
They are constantly getting higher. Selling prices have been raised 
in proportion, but that cannot last forever. We continually need 
large supplies of paper and paper stock and it seems as tho every- 
one in the world is bidding against us. When we get contracts the 
suppliers are often unable to make deliveries as promised, and then 
we must buy in the open market at very high prices. The fuel 
situation is similar, tho delivery contracts are more faithfully 
observed. Even in this situation, transportation is such that we fre- 
quently have to buy locally to piece out the contract supplies. 

“I was talking to Green (the superintendent) yesterday, and he 
stated that while conditions have been unusually favorable because 
we have for years dealt with all employes fairly, nevertheless it is 
difficult to get additional help even to replace those who for one 
reason or another leave the employ of the company. He also said 
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that those who stay are inclined to object to any overtime, and 
there has been a general let up in efficiency.” 

Mr. Graham: “Yes, I know. I'll have to admit building costs 
are almost prohibitive, but look at our neighboring plants. They 
are putting up new buildings, filling them with equipment, and seem 
to be finding such a profitable immediate market for the new goods 
that the high cost will be wiped out in a few years.” 

Mr. Miller: “Some indications which will help in understanding 
that situation are to be found right there’—(and Mr. Miller pointed 
to statistics of certain business barometers written on a blackboard 
which extended half across one end of Mr. Graham’s office. These 
statistics are here shown): 


CNE Gio MIT lW& 1449 
Magee an l9is epsal 100. 





The Charts on Mr. Graham’s Blackboard. 


Mr. Graham (lost in thought for a few moments as his eye fol- 
lows Mr. Miller’s pointed finger) : “F’m—there’s a lot to what you 
say. But at any rate I have a couple of tough ones to throw out 
to the meeting to-morrow. Ten of my best sales territories are open. 
As you know, three of the men were offered sales manager’s jobs by 
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good companies and I couldn’t ask them to stay. Two others have 
been promoted here with us. One died last year, and four have gone 
into business on their own account. 

“T can get all the business we can handle without more men and 
can save a lot of money in salaries, commissions, and traveling ex- 
penses by leaving these places open for the time being. In fact, our 
large customers will take all our production without seeing a sales- 
man. From many angles it looks quite useless to fill their places 
now. 


“On the other hand, I can’t count on hiring a man the day I need 
him, shoot him out into the territory, and expect him to do himself 
justice. It takes time to become well acquainted with our line and 
our company’s policies, and it takes time to learn to know our cus- 
tomers in each of these territories. Besides we lose contact with our 
customers if the men don’t call on them as before. There will be 
no one to straighten out misunderstandings and no one to get ac- 
quainted with the new purchasing agents and the new customers. 


“Now, the question I would like help on is this—Shall I fill the 
places of these salesmen at this time? 


(Since Mr. Miller said nothing, Mr. Graham resumed:) 


“Then here’s the other problem. Long (the sales-promotion man) 
has an idea that is a winner. We have been selling crepe paper 
costumes for years and he has worked out a plan for crepe paper 
hats to be used on the bathing beaches. I am positive that Hamp- 
ton (the advertising man) and I could put that idea over in fine 
shape. It would give us a lot of entirely new outlets. You know 
how strong we have always been for diversified outlets and I am 
thoroly sold on that policy. This new line will be going big when 
our Christmas trade is still months away. 


“And the advertising value of this new line is not to be sneered 
at. When anyone sees a streamer of crepe paper he can’t tell 
whether it is ours or some competitors’ make. But in each one of 
these hats we will have an ideal place to put our name and trade- 
mark.” 


Mr. Miller: “What you say is perfectly all right, but remember 
that it will take a good advertising appropriation on top of our 
present one to introduce the new line. You will have to put on 
several missionary salesmen. You may have to put on some public- 
ity stunts to get the fad started. That all costs money and it costs 
an unusually large amount of money under present conditions. 


“But what is more important, our crepe paper factory has all the 
orders it can handle for months ahead. We would simply be com- 
pelled to add to our factory space in order to take care of the sales 
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J know you would make on that attractive idea. Wouldn’t it be 
wiser to hold that idea until the present boom is over?” 


Mr. Graham: “That’s just the question. But if our sales in other 


lines drop off we may be thankful that we have established these 
new outlets.” 


Mr. Miller (he was now smiling at Mr. Graham’s perplexity) : 
“You may think you have your troubles, but listen to the one I am 
going to present to the meeting and you will know we all have our 
troubles. We have been buying coal on contract. Now I am offered 
a renewal of that contract for the coming year at the present market 
price, which is high. The company I am dickering with is absolutely 
reliable, but the contract will contain usual clauses which protect 
them against failure to deliver for causes beyond their control, such 
as strikes, transportation trouble, and so on. We are likely to get 
the major part of our fuel requirements at the contract price, tho 
we may have to go outside for a little coal. Ought I to sign?” 

(It was Mr. Graham’s turn to smile, and he did so 
willingly.) 

Here were three pressing problems which Mr. Graham 
and Mr. Miller had to solve. Put yourself in their place 
and decide what you would have done under the circum- 
stances. 

1. Would you have added 10 new salesmen? 

2. Would you have introduced this new line? 

3. Would you have signed the coal contract? 

Following a careful study of the barometer figures pre- 
sented here you will be asked, in the working papers, to 
reach a decision and to give your reasons. Then the 
instruction and consultation staff will review this for you, 
check up on your decision, note any corrections necessary, 
add any desirable suggestions, and return your working 
papers with the Executive Report. 






Your StTupy PROCEDURE 


When you have carefully read and studied the Executive 
Manual and have used the Check-Up on Principles to 
secure a better grasp on principles, you are ready for the 
final step. 


Tho it will take you only a short time, relatively, to take 
your final step, a very great personal benefit awaits your 
reading and handling of the Executive Problem. 


What is true of this problem is true of all of them. You 
read a Statement of Facts, observe what are the more im- 
portant facts, analyze these facts to get at the heart of the 
situation, reach a decision regarding the best thing to do, 
reach judgment, and act accordingly. 


The facts as presented are representative of what execu- 
tives face. They have been especially selected because they 
present a practical business situation which is comprehen- 
sive and makes it possible for you to apply practically every 
fundamental principle presented in the manual. You will 
employ your powers of analysis in the manner and form 
that is characteristic of successful executive analysis and 
will decide and act as executives do. 


When you have carefully digested the Statement of Facts 
in the problem, you are ready to take up your Working 
Papers. These Working Papers are developed in the form 
which corresponds closely to that in which a real executive 
gets his facts together, thinks them over, decides upon them, 
and initiates whatever action is necessary. You will be 
able to reach your decision with very little writing, for a 
premium in business, as well as in this plan of training, 
is placed upon head-work rather than upon penmanship. 


When you have completed your Working Papers, send 
them to the Business Management Instruction Staff, who 
will give them careful, individual, and personal attention. 
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WHY PURCHASING POWER FLUCTUATES 
Part I 


Wuy THE Price Leven CHANGES 


HE efficiency of an executive can be gauged by the 

questions he asks, for an efficient executive is im- 

bued with a spirit of inquiry. He asks questions— 
intelligent questions, of course—in order to get at the 
facts in any case. No activity in the business is too small 
to draw a question from an executive if he is not sure 
he understands “the why and the wherefore” of that 
activity. 

To cultivate the question-asking habit concerning mat- 
ters we do not fully understand is a simple proposition; 
but in many cases this habit largely accounts for the fact 
that a certain man heads a business or a department in 
the business. He is the man who gets down to “brass 
tacks” and knows what he is talking about. By asking, 
he learns more; he checks up the employe’s knowledge 
and inspires him to know his job better. 


WHY THE DOLLAR VARIES IN VALUE 


Asking questions applies to important matters outside 
as well as inside the business, especially to those outside 
matters which have considerable influence in shaping the 
policies, plans, and practice of management. Why do 
prices change? What are the causes of changes in general 
business conditions? How anticipate these changes? 
Such are some of the economic questions we have con- 
sidered. Now comes the question: Why does the value, 
or purchasing power, of the dollar change from time to 
time? 
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We know that a dollar to-day will buy less of nearly 
everything than it bought before the Great War; in other 
words, that prices in general are higher, causing the pur- 
chasing power, or value, of the dollar to be lower. We 
want to know why this is true in order that we may be 
better able to determine what will happen to the value 
of the dollar in years immediately ahead of us. 

We want this ability because the probable future 
changes in the value of a dollar will determine whether, 
for example, we should finance a new factory building 
by means of an issue of relatively long term bonds. If five 
or ten years from now a dollar is likely to be greater in 
value—that is, if the level or average of prices is likely 
to be lower then than now—we had better make a shorter 
term loan. Otherwise we will, five or ten years hence, 
have to pay back, when we pay off the loan, more in 
purchasing power than we borrowed. Say we borrow 
$10,000 to-day. We put up a small factory building. 
Then suppose that this loan comes due for payment ten 
years from now and that the level of prices is then 30 
or 40 per cent below what it was when we borrowed the 
money. We pay back $10,000. But the $10,000 we pay 
back has a greater purchasing power than it had when 
it was borrowed, because the level of prices is lower; or, 
in other words, the value of the dollar is higher. 

Again, suppose we invest $5,000 in bonds that mature 
ten years hence. If the purchasing power of the dollar 
should be higher when we get our $5,000 back at the 
end of ten years, fine! But if it should be lower, it 
would have been better to have invested the $5,000 in 
improved income-bearing real estate, the value of which 
would have increased as the value of the dollar decreased. 
We could then sell the property for, say, $7,000 or $8,000. 


In a business, when making a contract to buy or sell 
for delivery at some time in the future, we want to know 
whether the value of the dollar will change between the 
time of purchase or sale and the time of delivery. In 
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order to anticipate changes in the purchasing power of 
the dollar, it is, of course, necessary to know the causes 
of these changes. Analysis of these causes will lead into 
some of the more fundamental economic matters that it 
‘will pay to understand fully. 


How the Money and Credit Supply Affect Prices. One 
cause of change in the purchasing power of the dollar 
concerns the total money and bank credit available for 
financing all transactions of business. Bank credit means 
the loanable funds in the banks that are available for 
the use of business men. If the total quantity of money 
and bank credit available for the use of business men is 
relatively large, and if, therefore, bank loans can be 
readily made on favorable terms, business men in general 
are inclined to borrow more money for use in expanding 
production and trade. 

We know that business expansion increases competi- 
tion for supplies of raw materials and for labor, which 
tends to raise the prices of raw materials and wages. 
Therefore, costs and prices tend to rise all along the 
many lines of production and trade, causing an increase 
in the level of prices in general. This increase in prices 
constitutes a fall in the value or purchasing power of the 
dollar, for more dollars are then required to buy a ton 
of coal, a suit of clothes, or any commodity or service. 

Will prices in general—that is, the general level or 
average of prices—continue to rise or fall, and for how 
long? In other words, will the value or purchasing power 
of the dollar change? How and when? To answer these 
questions we must consider briefly a phase of banking 
practice. 


The Part Played by Banks. Banks have a great deal to 
do with the quantity of money and credit available to 
business men. When we go into a bank to borrow money 
needed in our business we may or may not get the loan. 
That depends upon several factors, such as the use to 
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which the money is to be put, the security we offer, our 
business policies, our financial statement, etc.; and also 
it depends upon the amount of loanable funds that the 
bank has available for the use of business men at the 
time. 

The amount of loanable funds available in a bank at 

any one time depends mainly upon the amount of out- 

standing loans and deposit liabilities in relation to 

cash reserves. 

By “deposit liabilities” is meant simply deposits, or 
the total amount of money that customers have in the 
bank which-they may, at will, draw on from day to day 
in making payments. A small percentage of the total 
deposits in any bank may be “time deposits,” which draw 
interest and cannot be withdrawn until the day of 
maturity. But most of a bank’s deposits are “demand 
deposits,” which the bank must pay out on demand of 
those to whom the deposits are credited. 

In order to make this matter plain, let us analyze 
briefly the following bank statement: 


MERCHANTS AND MANUFACTURERS BANK 
Statement as of July 1, 1924 


RESOURCES LIABILITIES 
Loans and Discounts ... - $3,637,848.64 Capital Stock .......... $ 500,000.00 
Overdrattsmmnriie ieee 163.18 Surplus, iets cece 150,451.86 
BOnds eis cake onn 66,341.00 Undivided Profits....... 45,451.86 

Bank Building ........, 129,000.00 Discounts Collected, but 
not earned \% cee lee 23,768.07 

CasH Assurs: Reserve for Interest and 
ee are er Parone cue ost eee 22,911.67 

LISI lot ie ; is : 
Cree cae Deposits. jcouece cde 3,704,235.35 
er banks.. 10,421.03 


Deposit in Fed- 
eral Reserve 
Bank .... 306,542.05 
613,466.04 


$4,446,818.81 $4,446,818.81 
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First note that Cash Assets in this bank statement— 
which are the bank’s funds available at the time for 
paying all checks drawn on this bank by its depositors— 
total well over a half-million dollars. Also note that 
this bank has some bonds among its other Resources. 
These bonds could be sold, if necessary, to get more 
cash. 

Note also that Deposits (the last item under Liabili- 
ties) total over three and one-half million dollars, and 
that the total cash assets available to meet current with- 
drawals of deposits run over 15 per cent of deposit ha- 
bilities. All cash assets and bonds that are readily salable 
for cash constitute the bank’s reserves of cash for meeting 
withdrawals of deposits. 

The 1-to-7 (14 or 15 per cent) ratio of cash to deposit. - 
liabilities may or may not be a safe cash reserve for this 
particular bank, depending upon the average daily fluc- 
tuations between withdrawals and new deposits and upon 
the fluctuations between the amount of old loans paid off 
by borrowers and new loans made to borrowers. 

Note also, by the way, the close relation in the amounts 
of loans and deposits in this bank statement. This is 
because bank loans to business men are usually left on 
deposit at the bank subject to withdrawals by checks 
later on as the money is needed; also, it is because some 
business men are always accumulating money in their 
deposit accounts for paying off their loans. Deposits are 
in large measure the effect of loans. 

Later on we will get well acquainted with these and 
other aspects of bank statements. The point here is that 
when a bank’s deposits grow relatively large in relation 
to cash reserves with which to meet daily withdrawals 
from deposit accounts the bank begins to resist making 
more loans, and thus curtails additions to its deposit 
liabilities. You can therefore see why— 


The relationship between cash reserves and outstand- 
ing loans and deposits as it varies from time to time 
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is an important factor in the bank’s attitude toward 
taking on new loans. 

When cash reserves are high in relation to probable 
withdrawals of deposits the banks are freer in making 
new loans, and thereby they build up their deposits. 
When cash reserves are high, money and credit are likely 
to be “easy’”—easy to borrow; when cash reserves are 
low, money and credit are likely to be “tight’—hard 
to borrow. 

Tight or easy money conditions thruout the country 
as a whole depend largely upon the condition of the 
banks as a whole with respect to their cash reserves in 
relation to loans and deposits. 


The Quantity Theory of Money. We can see how it is 
- that easy money tends to raise prices (lower the value 
of the dollar) because it encourages expansion of busi- 
ness, and how tight money has the reverse effect. We 
also can see the important part played by the banks as 
factors in controlling conditions of tight or easy money. 
Thus we have taken an important step toward under- 
standing the causes of changes in the purchasing power 
of a dollar. 

In order to understand fully the causes of changes in 
the level of prices in general, it is necessary to get hold 
of another fundamental economic principle, which is 
based upon the fact that credit as well as money is a 
medium of exchange. In fact, to-day actual money is 
used in less than 3 per cent of the total financial pay- 
ments from day to day. Keep this in mind as you read 
the following principle: 

The level of prices rises or falls with changes in the 
total supply of circulating money and credit in rela- 
tion to changes in the volume of business transactions 
as a whole. 

By “circulating credit” is meant all the credit of every 
kind—notes, drafts, checks, bills of exchange, warehouse 
receipts, etc.—that is being made use of at the time 
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in financing business transactions of all kinds. It is 
sometimes called “credit in use.” Likewise, “circulating 
money” means all currency that is being used at the 
time—money in the pockets of people and in the cash 
registers of merchants; in short, all currency that is not 
held in reserve by the banks. 

If the volume of business transactions requiring the 
use of money and credit continues at about the same 
level while the money and credit in circulation is being 
expanded, more money is necessarily used in transacting 
the same amount of business, and prices are necessarily 
higher, unless there is a slower rate of turnover in the 
use of the circulating money and credit supply, as when 
larger sums of money are carried in cash drawers and in 
the pockets of individuals and when longer terms of 
credit are extended, fewer cash discounts are taken, 
longer-term loans are made, and so on, all of which slow 
up turnover. 

Turnover of money and credit means the number of 
times in a given period that a dollar in the form of 
money or credit is used in paying debts. 

If circulating money and credit are expanded or con- 
tracted in about the same proportion as the expansion 
or contraction of the volume of business transactions, 
then prices remain at the same general level, unless there 
is a change in the rate of turnover of money and credit. 
When the rate of turnover increases or decreases, the 
effect is the same as an increase or decrease in supply. 
If credit is contracted while business transactions are 
expanded or remain the same, then, of course, prices must 
fall, unless, as is not likely, the rate of turnover in the 
use of circulating money and credit increases enough to 
take care of the total of transactions at the higher level 
of prices. 


In other words, prices are influenced by the relation 
between the amount of money and credit in circulation 
(and its rate of turnover during a month or a year) and 
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the total physical volume of business transactions— 
“physical volume” meaning quantity of things made and 
sold, rather than their value measured in dollars. The 
principle is this: 
Given the same rate of turnover of the money and 
credit in circulation at two periods of time, a greater 
physical volume of production and trade at one period 
of time than at the other must involve either a greater 
amount of circulating money and credit or lower 
prices, while less volume at one time than at another 
must be done either at higher prices or with a smaller 
amount of circulating money and credit. 

Thus we see, in brief form, what is meant by the so- 
called “quantity theory of money and credit,” a theory 
which attaches a great deal of importance to variations 
in the quantity (or supply) and the turnover of circulat- 
ing money and credit as a cause of changes in the general 
level of prices. However, these variations between the 
money and credit supply and the physical volume of 
business transactions requiring the use of money and 
credit are not the direct forces which cause changes in 
the level of prices, for the “level” of prices is an average 
of the prices of many individual commodities and serv- 
ices, and some of these individual prices are always 
changing in the opposite direction from the trend of 
change in this level. 


The Direct Cause of Price-Level Changes. The direct or 
immediate cause of changes in the level of prices—there- 
fore, the cause of reverse changes in the purchasing power 
of the dollar—lies in the price changes of individual 
commodities and services; and these individual price 
changes are accounted for by changes in the relationship 
, of supply and demand as applied to individual com- 
modities, fully explained in Executive Manual a 

Changes in the credit supply, however, indirectly affect 
the relationship of supply and demand for many indi- 
vidual commodities and services. When the amount of 
credit available to builders, for example, is relatively 
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large, and loans can be made on favorable terms for 
financing the building of, say, apartment houses, there 
is likely for that reason to be more building of apartment 
houses than when loans are hard to get and interest 
charges are high. More building increases the demand 
for materials and labor, which tends to increase prices 
and wages. 


But we also know that easy money and low interest 
rates alone do not always result in expansion of business; 
for the caution and conservatism of business men, induced 
by various possible uncertainties, may be strong enough 
—as it was in the spring and early summer of 1924—to 
cause them to refrain from borrowing for expansion of 
business, notwithstanding the fact that they could borrow 
on very favorable terms. 


Knowing All the Causes of Price Changes. As explained 
in Executive Manual 2, a change in the relationship of 
the supply and demand for any commodity which brings 
about a change in its price can seldom, if ever, be ex- 
plained by any one cause. Sometimes the causes of price 
changes are primarily changes in consumption, as when 
a cold and wet spring causes less use of automobiles and 
less consumption of gasoline; and sometimes price 
changes are primarily the result of changes in production, 
as when the development of the California oil fields in 
1923 added so greatly to the production of crude oil, 
causing prices to fall. Some causes of price changes are 
direct, as when changes in the weather cause changes in 
the output of agricultural products; others are indirect, 
such as changes in the relation of cash reserves to deposits 
in the banks. Let us remember that— 

Both direct and indirect causes operate in changing 
the relationship of the demand and supply of indi- 
vidual commodities and services, and a change in this 
relationship is the real cause of a change in price. 

To a considerable extent the causes of changes in the 

relationship of demand and supply are not related to the 
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credit supply; but a change in the supply of credit may 
be an important, tho indirect, factor in causing a change 
in the relationship between the supply and demand of 
many things, and thus bring about a change in the level 
of prices in general, which means, of course, an opposite 
change in the purchasing power of a dollar. 


Applying Our Understanding of Price Changes. We have 
just come thru a brief study of one of the most perplex- 
ing problems of economics—that of determining the 
causes of changes in the level of prices in general. This 
study serves to make our understanding of the causes of 
price changes more complete.. We shall be better able 
to determine the probable future trend of the level of 
prices. We shall not be so likely to accept any single 
influence as the “one and only” cause of change in the 
general level of prices. 


In the spring of 1923, for example, many thought that 
the price level would keep on going up because the cash 
reserves of banks in general were so high and loans were 
so easy to make. But business men must decide to make 
loans for business expansion if their buying (demand) 
is to keep the level of prices moving upward. 


Many also thought, in 1923, that the huge amount of 
gold in the United States (at that time amounting to 
nearly four billion dollars and since then going over 
four billion) gave the banks of the country such a 
large cash reserve that there would be a deluge of bank 
credit available to business men, which, thru the quan- 
tity-of-money theory, would somehow eventually raise 
the level of prices to dizzy heights. But the banking 
system must use all the gold supply as cash reserve if it 
is going to raise the ratio of reserves to deposit liabilities. 


In other words, those who thought large gold holdings 
and a high ratio of reserves would automatically raise the 
level of prices, did not know that the quantity of loanable 
funds in the country is only an indirect cause of price 
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changes, and that the direct cause lies in the decisions 
of business men and bankers regarding the use of avail- 
able bank credit. 


We must remember, however, that the gold supply, 
thru its effect upon the amount of bank credit available 
td business men, can at times greatly influence prices, if 
the banks make use of all the gold in their cash reserves 
and if business men see fit to make use of the bank 
credit available. A large gold supply does mean a large 
potential supply of bank credit, for bank credit rests 
finally upon the gold supply. 


What Causes Changes in the Gold Supply. Changes in 
our gold supply come about largely as the result of foreign 
trade and financial operations. If, for instance, our 
imports of products, which we have to pay for, should 
for a period of years run far ahead of our exports, for 
which we receive money from abroad, this would cause 
an outflow of gold, because the balance of trade then 
would be against us—and international balances of trade 
must be settled in gold. If the outflow of gold becomes 
sufficient to reduce our gold supply to the point where 
our bank reserves, which ultimately rest upon the coun- 
try’s gold supply, were diminished below the point of 
safety as a support for circulating money and credit, 
then circulating money and credit would have to be 
contracted, and this contraction would tend to cause 
falling prices, or an increase in the purchasing power of 
the dollar. 

These falling prices would tend to cut down imports 
and increase our exports. The general principle here 
involved is this: 

Lower prices in one country, not accompanied by a 
proportionally low price in other countries, tend to 
make that one country a better place for foreign buy- 
ers and a less attractive place to foreign sellers. 

Thus exports tend to increase and imports to fall off 
in the country where the level of prices is relatively low. 
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The Purchasing Power of the Dollar Is 
Changed When the Average of Prices in 
General Rises or Falls. 


When prices rise, the purchasing power of | : 
the dollar falls—less is received in exchange 
for a dollar. 

When prices fall, the purchasing power of the 
dollar rises—more is received in exchange for 
a dollar. 








Prices in General Rise or Fall in Response 
to— 


1. A rise or fall in the prices of many indi- 
vidual commodities as a result of the opera- 
tion of the law of supply and demand as it 
applies in the case of each individual com- 
modity. 








2. Changes in the quantity of money and 
credit in circulation and the rapidity of cir- 

< culation (turnover) in relation to the physical 
volume of business transactions that require 
the use of money and credit. 





Changes in the purchasing power or value of 
a dollar are a particularly important consider- 
ation in all contracts calling for future pay- 
ments or receipts of money, as in making 
long-term leases or loans of money. 








Conversely, exports tend to decrease and imports to 
increase in the country with a relatively high level of 
prices as compared with the level of prices in other 
countries. Thus a keen business man can better size up 
foreign trade opportunities by keeping an eye on changes 
in the level of prices in various countries and on gold 
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movements. These changes are reflected in rates of 
foreign exchange. 


What Are Rates of Foreign Exchange? In necessarily 
touching on this subject of foreign trade as a factor in 
changing our gold supply, which tends to change the 
level of prices or the purchasing power of the dollar, as 
previously explained, we should add to our understanding 
of price changes the influence upon them of changes in 
rates of foreign exchange. 


The rate of exchange on any foreign country is the 
price of one standard unit of that foreign currency pay- 
able in that foreign country. For example, if the British 
pound is quoted in New York, or elsewhere in the United 
States, at, say, $4.75, this means that you can buy for 
this sum, thru your local bank or from any dealer in 
foreign exchange, one pound of British money payable 
in London. Thus, if an American importer wants to pay 
100 pounds to an English exporter for a shipment of, say, 
tablecloths, he will here at home buy 100 British pounds 
payable in London, and they will cost him $475 if the 
rate of exchange on London is $4.75. 

If the franc, which is the standard monetary unit in 
French currency, is quoted in the United States, at, say, 
6 cents, that is the price of a franc payable to your order 
in Paris. 

Different standard monetary or money units, such as 
the dollar in the United States and in Canada, the lira 
in Italy. the florin in Holland, the pound in England, 
the franc in France, and so on, represent different 
quantities of gold. 

The difference in the amount of gold represented by 
the monetary units of two countries, when exactly ex- 
pressed, represent “par of exchange” between the cur- 
rencies of those two countries. The British pound, for 
example, represents a gold value equal to 4.8665 times 
the quantity of gold represented by a dollar, so that 
“nar” in exchanging dollars for British pounds is $4.8665 
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for one pound. Again, the quantity of pure gold repre- 
sented by a franc is exactly 19.3 per cent of the quantity 
of gold in a dollar; therefore, 19.3 cents is par of exchange 
between dollars and francs. 


Why Rates of Foreign Exchange Vary from Par. Next, 
why do rates of foreign exchange vary from par of 
exchange? 

There are two basic reasons, which are: 

1. Changes in the relationship of supply and demand for 

foreign currencies payable abroad. 

2. Changes in the appraised value of the standard paper 
monetary units of different countries in relation to their 
value in gold. 

Take conditions as they were in the United States 
during the spring of 1923. The imports of the United 
States then, for a short time, ran heavier than exports, 
giving an “adverse” balance of trade. This condition 
tended toward creating a demand for more foreign cur- 
rency payable abroad in settling the import accounts of 
this country — more than was the demand in foreign 
countries for dollars payable in New York in settlement 
for goods bought from exporters in the United States. 
This apparent increase in demand for certain foreign 
currencies payable abroad did not, however, raise the 
prices of those foreign currencies, as would ordinarily be 
the case under normal conditions; but conditions were 
not normal. 

The explanation of this inconsistency lies in the fact 
that either (1) the supply of those foreign currencies 
payable abroad was somehow increased by the operations 
of international bankers and investors, so that there was 
in reality a decrease in demand for them in relation to 
supply rather than the reverse, as suggested by the excess 
of imports into the United States, or (2) something hap- 
pened to cause the appraised value of those foreign 
currencies to fall, for example, some further inflation of 
the currency in France, causing the already depleted gold 
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reserves of that country to shrink further in relation to 
the amount of paper currency in circulation there. And, 
of course, it may be that both an increased supply in 
relation to demand and further currency inflation were 
combined causes of the fall in the rate, or price, of the 
foreign currencies which fell early in 1923. 


THE TWO CAUSES OF CHANGES IN RATES OF FOREIGN 
EXCHANGE 

The point to remember is that there are two funda- 
mental causes of fluctuation in the rates of foreign 
exchange: (1) changes in the appraised gold value of 
different paper currencies from time to time, and (2) 
the play of demand and supply as affected by both 
“visible? and “invisible” exports and imports. Visible 
imports and exports are shipments of commodities and 
of gold as recorded by customs officials at the ports; and 
invisible imports and exports are all other international 
transactions not so recorded, such as payments of tour- 
ists’ expenses abroad, transportation charges paid to 
foreign shipping companies, remittances of immigrants 
to other countries, and an innumerable variety of interest 
and principal payments made on foreign loans and invest- 
ments, both private and public. 

The reason why the rates of exchange on so many 
foreign currencies during the post-War period were very 
low in terms of United States dollars—tor example, the 
French franc early in 1924 went below 5 cents as against 
19.3 cents as the par of exchange—is mainly because the 
value of the standard units of money in many countries, 
as appraised in the great international money markets 
of the world, was placed far below their nominal gold 
value, while the dollar was appraised at its full gold 


yalue in these international money markets. 


THE PRINCIPLE OF VARIATION 


We have now, in this and in preceding executive man- 
uals, covered all the fundamental causes and effects of 
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price changes, which necessarily included changes in the 
level of prices in general, or in the purchasing power of 
the dollar. Before going on, in Part II of this manual, 
to the completion of our direct study of economic funda- 
mentals, let us refresh our minds by applying the well- 
known principle of variation in our training for executive 
work. Let us pause here for a few minutes to remind 
ourselves that efficient management must include appli- 
cation of ability to make a keen practical analysis of 
important problems faced in daily business practice. 

The necessity and the great value of developing com- 
mon sense and its power of analysis applied to everyday 
problems must be recognized by everyone who desires 
to have sound fundamental training for executive work. 
Common-sense analysis applied in our daily work gets 
things done right, and we must remember that— 

Common sense is based very largely upon knowledge 
—accurate, deep, and fundamental understanding of 
causes and effects, both in the larger problems of the 
business world as a whole and in our own immediate 
world of business activity. 

Power of common-sense analysis is developed in great 
measure by a study of fundamental economic and psycho- 
logic principles. These sciences also supply much of the 
cause-and-effect understanding that characterizes the 
work of leading business executives. One of the leading 
hardware manufacturers of the country has long been 
a close student of economics. Let us see how this man 
made a common-sense analysis of his problem of reducing 
costs. 


How This Manufacturer Analyzed and Solved His Problem. 
This manufacturer’s cost records showed plainly that a 
constant increase in the changes of dies in making shifts 
to the production of different products was an important 
cause of a persistent increase in the cost per unit of 
output on many items. 


How to bring costs down was, of course, his funda- 
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mental problem. How could he decrease the frequency 
of the die changes and the short runs? These short runs 
lessened his labor efficiency; they interfered with fixing 
accurate piece rates and with good shop control. 

He figured that he could lessen the frequency of die 
changes either by (1) alterations which allowed him to 
continue producing his great variety of products, or by 
(2) producing a smaller variety of items. Then the 
question with him was, Which of these two alternatives 
would be the better method? 


That was the first step in his orderly common-sense 
analysis of the problem. Under the necessity of deciding 
between (1) and (2) above, he began to analyze the 
advantages and disadvantages of each. He saw that the 
first alternative above would require him to make larger 
quantities of certain items in the line, therefore, to carry 
much larger inventories. The added costs of carrying 
larger stocks (inventories) would probably more than 
offset the advantages of the longer runs; and there was 
another disadvantage: his plant was already employed 
up to capacity output, so that longer runs on the same 
variety of items would require additional plant capacity. 
Therefore, he turned to consider the second alternative— 
that of cutting down the variety of the products he 
made. 

In sizing up all the possible advantages and disadvan- 
tages of cutting down the number of items produced in 
his plant, he applied his power of common-sense analysis 
by asking himself the question, “How would the reduc- 
tion in items affect sales and costs?” 

Undoubtedly it would lower costs. That settled, he 
then analyzed his problem of the necessity of selling more 
of some items to take the place of selling none of others. 


He Put the Question up to His Salesmen. His analysis 
of sales records showed him that nearly all of his men 
were spending a proportionately large amount of time 
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in selling the minor specialties, altho the total annual 
sales volume on many of these specialties was so small 
as to require only a few hours’ work in many special 
machine operations. He put the question squarely before 
his sales manager, who, in turn, put it up to his men. 

The first reaction from the men on the road, almost 
to a man, was in opposition to the idea. It would, they 
thought, put them at a disadvantage with those com- 
petitors who would still offer many items that they them- 
selves could no longer supply. They also thought that 
small sales on some items were necessary to get the larger 
sales on other items. 

Were they right about it? This manufacturer thought 
it out in his own mind first and concluded that his sales- 
men were wrong. He and his sales manager interviewed 
a few of the best salesmen on the question. They soon 
found that these salesmen had been looking at the idea 
almost solely from the point of view of its possible dis- 
advantages to them. They were not applying the prin- 
ciple of weighing advantages against disadvantages. But 
when the advantages to all parties concerned—to the 
jobbers and dealers, as well as to the manufacturers— 
were pointed out, the salesmen first became undecided, 
then they began to favor the idea. 

They could see the selling advantages in the move—it 
would secure prompter shipments of important items; 
it would make a sympathetic appeal to jobbers and 
dealers who already felt that the number of items they 
stocked was too great; it would make the salesman’s 
appearance more welcome; for, of course, the manufac- 
turer would eliminate, to a large extent, the slower 
moving items. 

Then, too, the salesmen saw that they could probably 
make more calls in a day or week and thereby more than 
make up for any loss in sales volume per call. Further- 
more, they would be set to take on more of the business 
in the lines and items they did carry, because greater 
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specialization in producing these lines and items would 
have the effect of enabling this manufacturer to offer his 
items at prices that were comparatively low, together 
with a quality that was comparatively high. Jobbers 
and dealers, knowing that this manufacturer was special- 
izing on fewer items, would be more inclined to feel that 
they could buy those items from him to advantage. 

Such were some of the advantages, which, when put 
up to all the salesmen, gained unanimous approval of 
the proposed change, and even some eagerness to have 
it put thru. 

There is application here of a psychological principle. 
This manufacturer did not arbitrarily decide to cut down 
- the items he made before he had “sold” the idea to his 
salesmen. He put it up to the men—gave them a hand 
in the decision. This was good salesmanship. Incident- 
ally this procedure would also serve to bring out any 
hidden advantages or disadvantages that might be re- 
vealed by his salesmen. In fact, his salesmen pointed 
out a few advantages that had not occurred to him. So 
he put thru this change by eliminating, largely, those 
items on which the total annual production required less 
than a ful? day’s run on the machines—thus more or less 
automatically eliminating the slow-moving items. 

He applied the remedy for his trouble at the source 
of the trouble. 

That is a principle again emphasized when we come 
to the study of production management later on. 

The answer to the question of what to omit from the 
line was not, of course, quite as simple as above sug- 
gested. But the point here involved is that this whole 
procedure on the part of management in this case was 
largely the result of the application of common-sense 
analysis of the problem. It illustrates the kind of 
analytical power that good management uses in solving 
practical problems of all kinds. 

This kind of analytical power can be developed quickly 
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or slowly, according to the way you take advantage of 
your opportunity to do this kind of thinking in working 
out the practical problems assigned in this course of 
training, as well as in applying principles in solving your 
own immediate business problems; also according to the 
way in which you put into use your basic analytical 
power which may be exercised in studying, understanding, 
and developing fundamental economic principles. 


THE PURCHASING POWER OF THE DOLLAR 
Part II 


How Incomgs ARE DISTRIBUTED 


NALYTICAL thinking that goes straight to the 
heart of any business problem characterizes the 
work of leaders in business. Ability to think 

straight is gained only by effort. The old saying that 
“we learn to do by doing” is one of the wisest of training 
principles. 

One form of “doing” that will help us develop power 
of deep and broad analysis is to get hold of the economic 
answer to the simple question, Where does the dollar we 
spend go? The executive who can really answer this 
question is able to “expose” unsound laws or rulings that 
attempt to regulate business. Where others guess, he 
knows—is able to head off probable loss and to win the 
confidence and respect of others. He can straighten out 
unsound ideas of employes concerning the distribution 
of income, dispel dissatisfaction, reduce his labor turn- 
over, and generally strengthen the morale of his organi- 
zation. 


WHERE DOES THE DOLLAR GO? 

At first glance this question looks simple enough. But 
let us get down into the heart of it, and we shall find that 
this simple question leads us into an analysis of funda- 
mental causes and effects that are related to some of 
the most important problems of business management. 

Of course, every dollar you spend goes to pay for some 
product or service. But that is only the surface answer. 
It is not the fundamental answer. Then what does the 
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dollar pay for? Part of it pays for the labor involved 
in producing raw materials and the product or the service. 
Another part pays interest on money borrowed by the 
business that makes the product or service. Some of the 
dollar also goes to pay rent on the building or land occu- 
pied by the maker of the product or service. And what 
is left of the dollar goes to pay profits to the owners of 
the business—if any is left after paying all the costs of 
producing and selling the product. 

Thus there are, ordinarily, four classes of people who 
get part of every dollar that is spent for a product or a 
service: 

1. Laborers of all kinds, including the salaried employes as 
well as common labor, and all grades of skilled labor in 
between. They receive wages, which are pay for physi- 
cal or mental effort, or for both, exerted in productive 
employment. 


2. Capitalists, those who lend money or purchasing power to 
others; they receive interest, which is pay for the use of 
borrowed capital. 


3. The owners of land and buildings; they receive rent or pay 
for use of their land and buildings. 


4. The business men, who assume the risks of managing all 

or part of a business; they get profits or pay for assuming 
the risks of operating a business. 

Many individuals receive incomes in more than one 
of these four forms. But all money income, if earned, 
is received either as wages, rent, interest, or profits. Why 
each one of these four forms of income exists and how 
and why it varies from time to time—those are leading 
questions to be considered in a complete answer to the 
simple question, Where does the dollar go? They lead 
us directly into the question of how incomes are appor- 
tioned—why some have bigger incomes than others. 


What Is the Real Question Involved? It is not money 
itself that is all the time being divided up among us in 
various proportions; but it is, in reality, the goods and 
services we buy with the money we get. Money alone, 
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all by itself, apart from what it will buy, would be of 
very little value. We could not eat it, wear it, or drink 
it. Therefore what we are really concerned with here is 
the apportioning of what, in economies, is called the 
“national dividend” or the “national income.” 
All the mass of ‘‘income’’ produced, during the 
course of a year in one country, for consumption is 
called the ‘‘national dividend’’ or ‘‘income.’’ 

This mass of income includes all commodities and 
merchandise and all services, such as services performed 
by banks, by advertising agencies, by educational insti- 
tutions, by barbers, by doctors, lawyers, and so on. 

This national income may be estimated on the basis 
of the amount of annual production of everything, exclud- 
ing the amount of products used in replacements of 
capital goods (capital goods meaning factory buildings, 
machines, tools, etc.) that are used up in productive 
processes during the course of the year. But the national 
income includes additions to capital equipment during 
the year in excess of capital equipment used up during 
the year. Naturally, however, we could not count as 
real income all the new machinery, tools, buildings, and 
other productive equipment produced during the year. 
We must subtract from this total the wear and tear on 
all productive equipment during the year, just as good 
accounting practice makes allowances for depreciation of 
one kind and another in estimating the real worth of 
any business. 

All of the national income that is not consumed during 
the year is, of course, saved; it takes the form of additions 
to productive resources, such as new factory buildings, 
new farm machinery, additional transportation facilities, 
new educational equipment, and the like, all of which 
make possible greater production in years to come, and, 
therefore, a greater amount of goods available for con- 
sumption by all the people in years to come. 

Thus the simple question, Where does the dollar go? 
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has led us straight into the heart of one of the great 
divisions of the science of economics—which explains 
how incomes are distributed. 


The study of economics helps greatly in developing 
breadth and depth of thought. This is illustrated in the 
economic conception of an investment. 


The Economic Meaning of an Investment. When a man 
is making an investment, as when he buys a good bond 
issued by an industrial corporation, the real investment, 
from the economic viewpoint, is not the money he pays 
for the bond; it is the use that this corporation makes 
of the purchasing power it borrows. If the corporation 
uses that purchasing power in buying new equipment, 
then that new equipment is the real investment. Thus— 

Not the money itself that is loaned to a business, or 
is paid for the capital stock of a business, but the use 
that is made of this money by the business in the pur- 
chase of materials, supplies, or equipment for further 
developing the business—that is the real investment. 

When many small savings go into a savings bank, the 
many small depositors transfer purchasing power, repre- 
sented by their money, to an organization (the savings 
bank), that in turn transfers it along to those who have 
well-secured bonds to sell; and thus the purchasing power 
of many small savings sooner or later gets to the point 
of real investment, where it is used by a business for 
purchases that give the business greater productive 
capacity. 

All savings that are not “hoarded in the old shoe” are 
thus kept at work in industries, and these industries are 
the real investors of that money in things that aid in 
the development of the industry. And now we can better 
place a value upon the service rendered by a capitalist. 


What Is a Capitalist? Anyone who loans purchasing 
power, or money, to others for use in developing pro- 
ductive resources, either public or private, or anyone 
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who has even a small partial ownership interest in a busi- 
ness enterprise, usually evidenced by the ownership of 
capital stock certificates, is a “capitalist.” Almost every 
saver, therefore, is a capitalist to the extent of his savings. 


Some capitalists draw dividends out of profits; but 
many of them get all or part of their income in the 
form of interest. Interest—which is pay for the use of 
purchasing power represented by money and credit—can 
be paid to the lender because the purchasing power he 
lends is used in making real investments which increase 
the income of those who borrow the purchasing power, 
as when a business borrows money to invest in more 
labor-saving machinery. 


We can see that the term “capitalist” cannot logically 
be limited to those who control the disposal of a relatively 
large amount of purchasing power. The difference be- 
tween individuals who control the disposal of large and 
small amounts of purchasing power is a matter of degree, 
not of kind. Both are capitalists in the fundamental 
meaning of that term. When an executive is able to get 
this idea over to an organization, he will have less idling 
and grumbling and better production. 


How Rates of Interest Are Determined. Why do busi- 
ness men pay a price for the use of the purchasing power 
controlled by all the individuals and banks which have 
any to let them use? In other words, why is interest 
paid for the use of money and credit, which are the 
mechanism by which purchasing power is put into 
service? 


The answer is that society as a whole has never been 
able to accumulate enough savings to satisfy the needs 
of everybody who wants more purchasing power for use 
in developing productive enterprises, and perhaps never 
will so long as the innumerable wants of mankind are 
not all fully satisfied; and human wants have a way of 
growing in variety faster than the growth of productive 
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efficiency can supply them. The right to borrow and 

use other people’s money must be paid for, beeause— 
Anything that is both useful and ‘‘scarce’’ (eco- 
nomic ‘‘scarcity’’ meaning not enough to meet all 
wants free of charge) commands a price. 

Like any other thing that is sold at a price, such as 
labor or the use of good land, there is not enough capital 
in the form of purchasing power to go around free to 
everybody. It is both useful and “scarce”: it is not like 
pebbles or shells on the seashore, for example, which are 
neither very useful nor scarce. Anybody, under ordinary 
circumstances, can pick up pebbles or shells on the sea- 
shore and keep them without paying for them. But 
when a price is paid for anything, including the price paid 
for the use of purchasing power, that thing is both useful 
and scarce; there is not enough of it to meet all want 
for it free of charge. 


How Interest Rates Distribute Capital. If many want 
more capital in the form of purchasing power, how decide 
who shall have it if there is not enough to let everybody 
have all he wants, and who shall go without all or part 
of what he wants? 

The answer is that rates of interest decide this question. 
Let those who seek more credit than they can get at the 
current rate of interest—in other words, at the current 
price asked for the use of the credit or purchasing power 
that other people possess—let them, if they would find 
it profitable to do so, raise the price they offer for the 
use of credit high enough to attract their way the amount 
of additional purchasing power they want. 

On the other hand, if suppliers of purchasing power— 
banks, mortgage houses, and individual lenders—cannot 
find a demand for all the purchasing power they would 
like to “sell” at the current price (rate of interest) let 
them lower the price or rate of interest they will accept, 
in order to attract more “buyers” (borrowers) of their 
purchasing power. Thus we can see how it is that— 
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Money and credit, the mechanism of purchasing 
power, tend to flow to points where the ‘best use of 
them can be made; and this is accomplished mainly 
thru changes in interest rates and discounts—which 
are prices—in response to the law of supply and 
demand. 

It is plain, of course, that interest is the price paid for 
the use of money or credit during a period of time, and 
that interest is also the price received by those who forego 
the use of their purchasing power during a period of 
time—that is, forego buying something for their own 
immediate personal consumption. Capitalists thus sur- 
render present purchasing power and wait for its return 
to them. Sometimes, therefore, interest is defined as the 
price received for “waiting.” 


The short answer to the question as to how rates of 
interest are determined is that the law of supply and 
demand does this—and it does. There is no essential 
difference between the price paid for the use of $100 for 
60 or 90 days or longer and the price paid, say, for a peck 
of potatoes. The factors which operate on the side of 
the supply of money and credit and those which operate 
on the side of demand, both involving consideration for 
the risk element, may be somewhat more complex in the 
case of the money market than in the case of the potato 
market; nevertheless, in both cases, it is alteration in 
the relationship of supply and demand that is the funda- 
mental cause of a change in the price asked and paid for 
the use of money and credit. 


What, Fundamentally, Is Credit? At this point, let us 
make sure that we understand the fundamental nature 
of credit. We know that actual money (dollars) is 
used in settlements of relatively a small amount of the 
total of business transactions, or purchases and sales— 
each sale implying a purchase and each purchase implying 
a sale.. It is estimated that only approximately one- 
fortieth of the total volume of business is transacted by 
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means of money in circulation, and that about thirty- 
nine fortieths of business transactions are effected by the 
use of credit circulated by bank checks, notes, and other 
kinds of credit instruments. What, then, is credit? 

Obviously, it is a mechanism of exchange. Like money, 
it is a means of using purchasing power in effecting 
exchanges of goods and services. Whereas money gets 
its value from the fact that it is redeemable in gold— 
with a reserve of gold always maintained by the banks 
for this purpose—credit gets its value because it is secured 
mainly by valuable things other than gold, such as a 
manufacturing plant and its equipment, or a stock of 
merchandise in a retail store. Thus— 

Credit is the means of converting many different 
kinds of property into liquid purchasing power. 

We sometimes say that credit “makes liquid” many 
kinds of permanent property, inventories, and so on; 
that is, it makes possible the flowing of such property in 
the form of purchasing power. 


HOW PRICE CHANGES APPORTION INCOMES 
Anyone who understands how price changes are both 
a cause and an effect of changes in the relationship of 
supply and demand, as explained in Executive Manual 2, 
can see how price changes serve in apportioning or dis- 
tributing goods and services of every kind to all those 
who command a share of the national income by having 
something to give in exchange for something else. 
That some get all or part of their incomes in the form 
or wages, rent, interest, or profits is not so important, 
fundamentally, as the fact that the income of everybody 
—except the “incomes” of thieves and of those who 
receive gifts of one kind or another—comes as a result 
of some kind of productive service rendered, which, thru 
the medium of money or credit, is exchanged for other 
kinds of products or services. 


It is the relative value or price placed upon every 
kind of product or service, as fixed in numerous mar- 
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kets of various kinds, that determines how much of 
the products and services offered for sale can be had 
in exchange for other products or services that are 


sold. 
Let us forget about money and price for a moment 
and see what is actually happening all the time in the 
world of business. 


Everybody who performs a productive function, 
whether he loans purchasing power to others or runs a 
punch press in a manufacturing plant, is a specialist in 
the broad meaning of the term. The business world is 
composed of a multitude of specialists, each engaged in 
producing something that can be exchanged for some- 
thing else produced by others. This exchanging process 
as conducted in ancient times was known as bartering— 
that is, the exchange of goods and services for other goods 
and services without the use of money or credit in the 
transaction. In those days, before money and credit 
came to be used, the fact that goods were being exchanged 
for other goods was apparent. But that is also just what 
we do to-day, altho in modern times this process is 
obscured by all the mechanism of money, credit, banking, 
transportation, communication, and so on, required in 
exchanging goods among the many thousands of special- 
ists—each specialist contributing more to the national 
income and therefore getting more in return because he 
is a specialist. 


‘The Commercial Method of Distribution. Thus far no 
satisfactory substitute has been offered for the modern 
commercial or price method of apportioning nearly all 
of the work of the world and the incomes of the workers. 
By the commercial method is meant the buying and 
selling of goods and services at prices fixed by competitive 
‘bidding on both sides of the markets for goods and 
services of all kinds. 

Unless prices in general move up and down in response 
to the law of supply and demand, as they do, how could 
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it be decided how much of this or that commodity or 
service is to go to this or that person or firm, or even 
how much of any commodity shall be produced? This 
question reveals the practical difficulty faced by those 
who would substitute some other system of distributing 
incomes. 


Such unfairness as may come from this commercial 
method of apportioning incomes arises nearly altogether 
from imperfections in some markets as agencies in fixing 
prices that accurately represent the true relationship of 
supply and demand. Much of modern legislation, how- 
ever, is designed directly or indirectly to improve the 
world’s markets, to promote full and fair competition ; 
for example, the Sherman Act and all other antimonopoly 
legislation. It is plain that— 

As markets are improved so that prices come more 
and more to represent the true relative values of 
products and services of all kinds, as determined by 
free and open competition among both buyers and 
sellers, the poverty of the poor and the abundance 
of the rich comes more and more as the result of 
differences in the relative productiveness of the rich 
and the poor. 

Improvement of that kind means that each of us will 
tend to get a portion of the national income that more 
fairly compares in value with our individual contributions 
to the total output of goods and services. We can see 
that— 

The compensation of individual workers tends, thru 
the operation of prices and price changes, to equal the 
productive contribution of these individual workers. 

The more accurately that the prices and price changes 
of individual products and services reflect the true condi- 
tions of supply and demand, the more fairly do relative 
prices operate in distributing the national income to all 
producers. Free and fair play of competitive forces on 
both the supply and demand sides of the markets for 
all products and services is essential to the accuracy with 
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which prices reflect the true conditions of supply and 
demand. 


This price, or commercial, method of distributing or 
apportioning incomes among all individuals is automatic 
in its operation. Those who add most in the way of 
productive effort, ability, training, and resources tend to 
get most in return. Also this method of apportioning 
incomes supplies an incentive to all, poor and rich, to 
give more in order to get more. We all want to have 
less poverty in the world, and each new generation does 
see less of real poverty, as a result of the wider spread 
of education, which increases the productive ability of 
the masses. 


Every executive will find it profitable to understand 
the foregoing economic fundamentals. Much is written 
concerning numerous subtle aspects of this problem of 
apportioning or distributing incomes. A business execu- 
tive must be able to judge the “merits” of reform pro- 
posals. Your understanding of these fundamentals will 
not only serve well in handling men and in establishing 
and applying sound business policies everywhere in busi- 
ness, but also will serve to deepen and broaden your 
interest in important current events. As previously 
pointed out, analysis of economic fundamentals develops 
the kind of analytical ability that characterizes the think- 
ing of efficient executives. Let us therefore proceed with 
an analysis of wages, and later on make an economic 
analysis of rent and profits. 


Fundamental Aspects of Wages. The more practical 
aspects of the wage problem come later in the course, 
when we shall cover the whole subject of managing men. 
Here we are concerned with wages in general as one of 
the four forms of income. The term wages as here used 
includes salaries as well as wages in the usual meaning 
of the term. 

A very large part of the world’s income is distributed 
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in the form of wages. We can better see this when we 
stop to think how much labor enters into the production 
of everything we buy, all the way from extraction of raw 
material from the earth to the finishing touches on the 
production of, say, a piece of furniture or a pair of shoes. 


Wages are, of course, prices paid for labor, and labor 
is sometimes defined as physical and mental effort applied 
in productive processes. 

The price paid for labor of any particular kind is 
either directly or indirectly fixed thru operation of 
the law of supply and demand. 

When labor of a certain kind grows scarce, wages for 
that kind of labor tend to rise, and the supply of that 
kind of labor is augmented by attracting more workers 
from other lines into that kind of work. When wages 
paid by industrial concerns are relatively higher than 
wages paid to farm hands, all things considered, then 
farm hands tend to leave the farms and find jobs in 
town—and the farmer must pay more to get and hold 
the labor he needs. 


When Labor Is Fully Employed. The labor supply as 
a whole, once it is fully employed, cannot, of course, be 
supplemented by additional men. When labor is fully 
employed, when jobs are more than enough to go round, 
production as a whole cannot be further increased except 
by increasing labor’s efficiency, or by adding more labor- 
saving devices, or by more overtime work. When, under 
conditions of full employment, an individual business 
gets more labor by raising wages, the additional workers 
have to come away from other jobs. Production as a 
whole is not thereby increased. F urthermore, full em- 
ployment tends to lessen labor’s efficiency or the output 
per man per day or hour, for then there is more loafing 
without fear of being “fired” ; there is more careless work 
and more frequent voluntary “lay-offs” from work; also, 
under full employment, all inefficient, as well as efficient, 
workers are employed—all of which tends to pull down 
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the average of the efficiency of labor during such times. 

The inefficiency of labor, under full employment is 
largely responsible for the unsoundness of the very high 
wages paid at such times; for— 


The only fundamentally sound increase in wages is 


that which is based upon an increase in the output 
of labor. 


This increase may be gained by an increase in the 
efficiency of labor or by an increase in the use of labor- 
saving equipment or in productive methods. At least 
part of the increase in the output per man that arises 
from the use of more labor-saving machinery must, how- 
ever, go to pay for that machinery, mainly in the form 
of interest on the capital invested in that machinery. 


How Full Employment May Lead to Business Reaction. 
Let us return for a minute to another angle of the general 
problem of competitive bidding for labor when there is 
not enough labor to meet all the need for it. ; 

So long as it is profitable for a business to take on 
more men, the management of that business is perhaps 
warranted in taking the men away from others who can 
less afford to hold them at the competing price. This 
practice, however, is a contributing cause of unbalanced 
production and consumption, which leads into a reaction 
in general business activity. Taking labor away from 
one industry to another obviously expands the production 
of some things and contracts the production of others. 
While this process tends to apportion the labor supply 
among industries according to their respective needs for 
labor, yet the loss to some of the business concerns which 
lose some of their labor supply is often serious. Their 
production is curtailed; their general overhead expenses 
are not proportionately reduced; the salaries of officials, 
rent, and interest on loans run on for them about the 
same as ever. Consequently, their profits suffer and 
may be turned into losses. 
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At the same time, the expenses of production of those 
concerns that took on more labor are increased by the 
payment of higher wages and perhaps by the lower effi- 
ciency of their labor. Their production is increased, but 
the faster rate of output may soon outrun the rate of 
sales of their products at prices high enough to cover the 
higher costs of production. Then, necessarily, a general 
readjustment, involving much unemployment, is ushered 
in. 

Thus rapidly rising wages in some lines where em- 
ployers are engaged in strong competitive bidding for 
more labor ultimately rebounds against the welfare of 
both employer and employes, for sooner or later high 
labor costs compel a price for the product that is higher 
than buyers of the product are willing to pay. 


Wages and the Productivity of Labor. Every executive 
should understand the fundamental relationship between 
wages and the product of labor. 

First, let us remind ourselves of the difference between 
“real wages,” or what a man’s wages will buy for him, 
and money wages, or the amount of money he receives 
on pay day. Sometimes, when money wages are very 
high, as in 1920, real wages are comparatively low, be- 
cause the prices of food, housing, clothing, etc., are rel- 
atively higher than wages. The worker is then not as 
well off as when his wages are low, with his cost of living 
relatively lower. 

The ‘‘productivity’’ principle of wages, in simple 
form, explains real Wages as the primary result of 
the productivity of the workers; that is, wages are 
fixed largely by what labor, as a factor in produc- 
tion, produces. 

If output per man increases, then and then only can 
real wages increase. When this fundamental is under- 
stood by the workers, they are more inclined to help 
increase their output. And executives should remember 
that the necessity of keeping down labor costs is only 
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im part a question of wages. In certain cases, higher 
wages may mean lower costs, if at the same time the 
efficiency of labor is sufficiently increased. 


An increase in output per man per hour or day has 
the same effect on the cost of production as a decrease 
in wages. 

Another practical point to consider is that the output 
of one hour’s work on the part of one laborer may vary 
greatly from the output during an hour of another laborer 
on the same work. If one laborer finishes ten parts in 
an hour while another laborer finishes seven parts, and 
if both receive the same rate of wages per hour, then 
the wages paid to the latter, tho the same in dollars and 
cents, are in reality much higher than the wages paid 
to the former. 


How to pay workers, on the basis of their outputs, 
“differential” wages which rewards each worker according 
to his individual output, is a central problem of scien- 
tific management; it is fully covered later in the major 
division of this course entitled, Directing Production. 
How to get good standard output from each man em- 
ployed requires the development of ability in applying 
definite principles, to be fully covered in the major di- 
vision of this course which deals with the subject of 
managing men. 

But an efficient manager or employer of labor will 
fully understand the foregoing fundamental aspects of 
the labor problem. He should be able to get across to his 
men, for example, the idea that profits are gained only in 
case there are any after wages and all other expenses have 
been paid; that the true source of an increase in real 
wages is an increase in production; and so on. House 
organs, bulletins, local newspapers, and occasional talks 
to the men are among the means of doing this. 

Such matters of business practice are covered in later 
divisions of this course. Here our immediate aim is to 
get at the more fundamental economic facts. 
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Let us next consider the matter of rent. This will 
take us upon a little excursion into the realm of purely 
theoretical economics, for “economic rent” is not the 
same as the rent we commonly talk about. 


Fundamental Aspects of Economic Rent. Pure economic 
rent is only the price paid for the use of land alone, 
apart from payments for the use of improvements on 
the land, such as houses, barns, fences, stores, or any 
other expense incurred on the land in the past. Thus 
economic rent is a term of more restricted meaning than 
rent in the ordinary business sense of the term. It is 
not received on all land owned, but only on that land 
which, by reason of its location and the natural qualities 
of the soil, is superior to “no-rent land,” which is the name 
economists give to land that is just good enough to repay 
the expenses of the equipment and labor employed on it. 
Such land is also sometimes called “marginal” land. 
Therefore, it follows that— 

Economic rent measures the difference between the 
income received from ‘‘no-rent land’’ and the larger 
income that is gained on other land because it is 
better located and better in its natural qualities. 

Economic rent comes solely as the result of the natural 
superiority of the location and the soil. 

Thus this matter of economic rent is one of the finer 
theoretical points developed in the science of economics. 

A point of more practical significance is the fact that 
those in any kind of business who can use a piece of land 
to best advantage tend to be the ones who rent it, thru 
their ability to pay a higher price for the use of it. You 
will usually find, for example, the most efficient and 
progressive merchants of a town operating in locations 
where the rentals are highest. Such matters, dealing 
with the practical problems of location and rents, how- 
ever, are covered later in this course. The main noint 
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here is that the use of land is also apportioned by the 
commercial method—thru price changes. 


Fundamental Aspects of Profits. Profits also are a price 
—the price paid for assuming the risks that every owner 
or partial owner of a business incurs. 

Profits are what is left at the end of the year or any 
fiscal period after all expenses have been paid—if any- 
thing is left. Profits, therefore, are residual and con- 
tingent; that is, after rent, interest, and wages and 
salaries are all paid, profits remain if there is any residue 
of income. That is their great difference from the other 
forms of income. Rent, wages, and interest must all be 
paid before any profit is earned. Incomes in the form 
of rent, wages, and interest are relatively certain to be 
received by those who supply land, labor, and capital 
for the use of mankind, while incomes in the form of 
profits (dividends) are not so certain. That is simple, 
to be sure; but it is a fundamental distinction between 
profits and the other forms of income. 


Sometimes certain gains are looked upon as profits 
when they are not what are known in economics as ‘“oure 
profits.’ Pure profits are what remains when manage- 
ment figures out rent on property owned by the business, 
interest on its own capital not borrowed from others, 
and wages on its own labor, whether or not paid in the 
form of wages or salaries. But accounting practice need 
not necessarily restrict its definition of profits to pure 
profits as defined in economics. 


Profits are usually classified according to the nature of 
the circumstances under which they are earned. Some 
profits are called “eompetitive.’ They come primarily 
from having competitive advantages, which in turn 
usually come from superior ability of business manage- 
ment, evidenced in the production of a commodity or 
service of good quality at a comparatively low cost. 
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Thus, competitive profits are “earned” in the best mean- 
ing of that term. 

Then there are also “monopoly profits,” gained as the 
result of having some kind of monopolistic control of 
supply. Again, some profits are purely windfalls, wherein 
luck is the chief factor; they come without the exertion 
of effort on the part of management to get them, and 
their technical name is “conjunctural profits.” 

A practical point to remember is that— 


Unusually high profits in any competitive business 
cannot be maintained long except by keeping persist- 
ently ahead of competition; also, competition tends to 
force the less efficient to copy the ideas and methods 
of the more efficient. 

Efficient management aims to keep two or three jumps 
ahead of competition in the main competitive factors, 
such as quality of product and service and costs of pro- 
duction. This is management’s most fundamental means 
of maintaining and improving profits. 

Such are the economic aspects of profits. Let us now 
consider some of the more directly practical aspects of 
profits. 


Profits, the Measure of the Executive. The ability of 
an executive is judged by the effect that his decisions 
and actions have on net profits; and, let us remember, 
net profits (pure profits) do not accrue until ALL ex- 
penses have been paid. It takes efficient management 
of every department, in this competitive age, to have a 
substantial remainder after paying all salaries and wages 
as they fall due; all the bills for materials, supplies, and 
equipment; rent and all interest charges. But all those 
expenses are inevitably incurred in operating a business. 
Merely cutting expenses here and there is not enough to 
make a business earn net profits—altho cutting all in- 
advisable or unnecessary expenditures is an important 
means of earning profits, as we shall see clearly when we 
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come, in Executive Manual 7, to the problem of effi- 
cient financing. 


It is evident that low interest charges and low rent 
tend to increase profits, yet profits may be increased in 
some cases by borrowing more money and paying more 
interest. 

If additional borrowed capital can be made a source 
of profit which is greater, from the all-business view- 
point, than the interest that must be paid, it is profit- 
able to borrow. 

This is true also of rent. If an increase in sales or 
some saving in expense promises a profit greater than a 
proposed increase in rent, and if no other departments 
are adversely affected, it pays to assume the increase in 
rent. 


While the pay roll must not increase out of proportion, 
this by no means is the same as saying that each work- 
er’s wage should be cut to a minimum. In fact, under 
certain conditions, cutting down wages would surely re- 
duce profits, as when a cut in wages results in a pro- 
portionally larger cut in output per man. 


The introduction of the most efficient methods of work, 
the use of labor-saving machinery and the like, calls for 
the employment of men who must have real incentives 
in the form of good wages—if they are to do their part 
in production with maximum efficiency. The principle 
to follow here will be: 

Tho wages—like all other costs and. expense—should 
always represent a minimum proportion of the total 
cost for each unit of service or goods produced, the 
wage scale must be sufficiently high, together with 
other incentives, to secure efficiency in labor. 


Sales and Profits. Profits, as we have seen, are the dif- 
ference between costs and losses of all kinds and the in- 
come a business receives. So if we want more profits, 
we must increase this difference. 


The direct and final responsibility for maintaining the 


a 
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income of a business at a high level rests on all the 
executives and supervisors, but especially on those who 
are responsible for sales. This phase of profitable man- 
agement is so very important that a major section of 
this course has been devoted to it, while a preliminary 
survey of sales management comes in the next manual. 
Later on all important details of efficient selling and 
sales management will be presented—how sales are made 
in the face of competition, how the expense of making 
these sales is kept low, and how a steady volume of in- 
come is assured. There, too, you will learn that not the 
sales department alone, but every department ‘has its 
part in assuring this income and increasing its volume. 

No ambitious executive is satisfied with his present 
profits. He constantly seeks to improve existing methods 
or to develop new fields in which profits may be earned. 
The major section of this course on Advertising and Mar- 
' keting will give you the principles that apply in devel- 
oping old as well as new markets. 

And so we might trace the golden thread of profits 
thru each section and each manual in this course. A 
knowledge of credits and collections intelligently applied 
safeguards the income the sales force has produced, adds 


to the customers’ good will, and helps them to prosper 


and require more goods. A knowledge of legal problems 
enables the executive to avoid the legal pitfalls which 
might jeopardize these profits, and effective business 
correspondence enables him, with least expense, to con- 
duct profitable business intercourse with others. 

No one will deny that this is a highly competitive 
world. The problems faced daily by every executive 
emphasize this. The prices received for goods and serv- 
ices produced are set in competition with others. The 
margin of profit is so small in many cases that even 
pennies lost here or there in operating the business are 
likely to wipe it out. Accounting and statistical control 
will catch these leaks before they cause serious damage. 


| 











HOW INCOMES ARE DISTRIBUTED 41 


That is why a major section of this course is given over 
to the use of accounting and statistics as a means of 
executive control of a business. 


The problems of production and organization, and of 
financing, must also meet the test of profits. This entire 
course in Business Management brings out principles of 
profitable management. Your success as an executive is 
measured by your influence on department profit and the 
net profit of the entire business. This influence will be 
determined by your ability to apply principles that un- 
derlie all efficient management—and this, in turn, will 
determine what you personally will contribute to the 
national income, and therefore, as is the case with each 
and every one, what you will get as your share of the 
national income. . 


THE INTERDEPENDENCE OF ALL PRICES 


In concluding our study of economic fundamentals, 
let us be sure to remember that all prices are interrelated 
—that there is more or less interdependence between 
the prices of the innumerable commodities and groups of 
commodities. Some commodities—such as lumber, paint, 
and nails—run in series; the prices of all of them affected 
similarly by changes in the demand for new houses. 
Others, such as eggs and meat, are related as substitutes, 
with a change in the price of one reflected, to some ex- 
tent, in the demand for the other. 

This interrelatedness of prices—a result of the opera- 
tion of the universal law of supply and demand, as 
previously explained in detail—is, in fact, a central idea 
in explaining price changes, including those prices known 
as rent, wages, interest, and profits, as well as the prices 
of all other things; therefore, it is the fundamental ex- 
planation of how incomes are apportioned among all 
the people. 
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When wages are relatively high, business men tend to 
substitute more labor-saving machinery for labor; when 
rent is relatively high, they tend to use more capital 
and labor and less land; when money capital is tight, 
they tend to use less of it and more of the other factors 


im production. 
* * * * * * 


Before going into the more immediately practical as- 
pects of profitable management, as presented in the 
following executive manuals, let us again emphasize the 
practical importance of developing the kind of analytical 
thinking that we have been doing in our study of eco- 
nomic fundamentals. We want to develop self-depend- 
ence in establishing the principles that underly greater 
success in handling our own jobs. Whether or not our 
job is at present a big one, we can do better work in 
it if we develop power to think in terms of the funda- 
mental principles involved in good management. 

Beginning with Executive Manual 5, and continuing 
thru to the eighth manual in this course, we shall get 
well acquainted with the fundamental problems faced 
in each of the major departments, of a business—sales, 
production, finance, credits and collections, traffic, ac- 
counting, office management, and so on. We shall also, 
as we proceed, develop the fundamental principles 
which apply in profitably managing each department of 
business. Furthermore, we shall get a good understand- 
ing of the interdependent relationship between the vari- 
ous departments of a business organization. 

Our aim up to this point has been to get acquainted 
with some of the more important economic fundamentals 
which explain movements and relationships in the world 
of business as a whole. Our objective in following execu- 
tive manuals is to gain a complete understanding of the 
basic principles that apply in solving all the more im- 
portant practical problems in each department of a going 
business. Whether the business is a large corporation 
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or a small individual proprietorship, like a grocery store, 
the basic principles that apply in the successful manage- 
ment of that business are the same. 

Executive Manual 5 will analyze the main problems 
and principles that enter: into sales management and 
trafic management. But before starting this new phase 
of training, complete your grasp of economic principles 
by means of the following check-up and by working out 
Executive Problem 4, as presented in following pages. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 
which follows. This check-up is entirely for your own personal 


use, so you need not send it in to the University. 





1. A large manufacturer with high credit standing 
carries accounts in two banks. At a certain period this 
manufacturer found himself in need of a good-sized loan. 
The statement of Bank A showed cash reserves of $385,- 
000 and demand deposits of $1,748,000. Bank B’s state- 
ment showed cash reserves of $412,000 and demand 
deposits of $2,464,000. The manufacturer decides that 
Bank A was probably in the better position to extend 
him the needed credit. Was he right? 





2. A business man in a Middle-West city finds his 
need for bank credit to be much greater in the spring 
and summer than at other times of the year. He finds 
his local bank’s loans to farmers at that time are heav- 
iest. He decided to seek additional banking credit in an 
Eastern industrial city where peak demands on bank 
credit come during the fall. Was his decision in line 
with principles of profitable management? 


Check 
“Yes| No 





3. Suppose that the supply of circulating money and 
credit is reduced by 25 per cent while business transac- 
tions maintain practically the same volume, and there is 
no noticeable increase or decrease in the rate of turn- 
over of money and credit. Would commodity prices 
fall? 


4. Are the services of a bricklayer employed in re- 
placing a defective foundation under a factory building 
to be considered a part of the “national income”? 





_5, A man buys a bond issued by his local electric 
light and power company. Is this a real investment in 
the economic meaning of the term? 





6. You were asked in Question 3 about the effect of a 
contraction of money and credit on commodity prices. 
Would you expect the same conditions to raise interest 
and discount rates? 
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7. A manufacturer of agricultural implements finds | Check 
that he must borrow from a bank a large sum to meet | Yes; No 


working-capital requirements for a six months’ period. 
He wants to decide whether to secure a loan for ninety 
days or six months, and he estimates the trend of in- 
terest rates. In doing so he considers the future avail- 
able supply of credit as well as the future available 
supply of actual money. Is he correct in doing this? 





8. In March, 1923, prices in general had been rising 
for a period of months. A manufacturer laid out a pro- 
duction schedule on the theory that prices would con- 
tinue upward so long as the gold supply continued to 
increase. Was he correct in his theory? 


9. The president of a large company, desiring to have 
all his employes save more money, tells them that the 
money they save, if placed in a savings bank, will be 
invested in new factory buildings, among other things, 
and will therefore increase employment. Is his argu- 
ment sound? 





10. A business man said that the rapid increase in 
wage scales during the War and post-War boom period 
was not accompanied by a proportionally large increase 
in output by labor, and that this condition was a con- 
tributing factor to the subsequent slump in business. 
Would you agree with him? 





11. A small retail merchant owns his own store build- 
ing and spends all his time working in the store. He 
could rent the building to another merchant for $750 a 
year, and he could command a salary for his own serv- 
ices of $2,000 a year, but in keeping his books he does 
not trouble to take these items into account; at the end 
of the year he figures that his profits are $3,000. Is he 
right.? 











12. A bench hand was getting 15 per cent lower 
wages in 1924 than he was getting in 1919. The general 
level of prices was about 60 per cent lower in 1924 than 
in 1919. The bench hand figured he was worse off in 
1924 than in 1919. Was he? 
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Executive Problem 4 


Witter PAYS 


Applying the Question Principle of 
Management 
Unver THe LaSALite Proptem MerrHop 


HE experience you will get in applying the 

principles of business management involved 
in this executive problem will give you in- 
creased confidence in your knowledge and a 
greater assurance in your ability to handle 
situations that may arise in your own business 
relations. 





Prepared by the Research and Consultation 
Staff of LaSalle Extension University from an 
interesting problem which it has carefully in- 
vestigated and analyzed, 









Your Stupy PROCEDURE 


When you have carefully read and studied the Executive 
Manual and have used the Check-Up on Principles to 
secure a better grasp on principles, you are ready for the 
final step. 


Tho it will take you only a short time, relatively, to take 
your final step, a very great personal benefit awaits your 
reading and handling of the Executive Problem. 


What is true of this problem is true of all of them: You 
read a Statement of Facts, observe what are the more im- 
portant facts, analyze these facts to get at the heart of the 
situation, reach a decision regarding the best thing to do, 
reach judgment, and act accordingly. 


The facts as presented are representative of what execu- 
tives face. They have been especially selected because they 
present a practical business situation which is comprehen- 
sive and makes it possible for you to apply practically every 
fundamental principle presented in the manual. You will 
employ your powers of analysis in the manner and form 
that is characteristic of successful executive analysis and 
will decide and act as executives do. 


When you have carefully digested the Statement of Facts 
in the problem, you are ready to take up your Working 
Papers. These Working Papers are developed in the form 
which corresponds closely to that in which a real executive 
gets his facts together, thinks them over, decides upon them, 
and initiates whatever action is necessary. You will be 
able to reach your decision with very little writing, for a 
premium in business, as well as in this plan of training, 
is placed upon head-work rather than upon penmanship. 


When you have completed your Working Papers, send 
them to the Business Management Instruction Staff, who 
will give them careful, individual, and personal attention. 


~ A er 











Executive Problem 4 
WILL IT PAY? 


In the business world, the three short words—nine let- 
ters—‘Will It Pay?” call for a decision, resulting either 
in a gain or a loss. A business prospers if the majority of 
the management’s decisions result in profit or prevention 
of loss; and to the extent that management answers this 
question intelligently does society gain and the national 
income increase. 

The operation of economic laws is such that profits are 
not available until wages are paid in full, interest obliga- 
tions are met, and obligations due to rent are liquidated. 
This holds true for business as a whole. That is a law 
of economics. It also holds true for each individual 
business; its profit is what remains after wages, rent, and 
interest are paid. Then, and then only, can it be said to 
be a profitable, “paying,” enterprise. The amount of 
earned profits for any legitimate business, therefore, 
measures its success for its owners as well as for society 
at large. 

“Will It Pay?” is a question-principle. It underlies 
every decision made in business. Profitable management 
means profit for the owners and satisfactory payment for 
money loaned, properties used, and service rendered. And 
it usually means also that, by virtue of this profitable 
management, more income is made available for every- 
one. In other words, the correct decision to “Will It 
Pay?” has a broad economic influence as well as an indi- 
vidual business result. 
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Mr. Sterrett is general manager of a widely advertised 
automobile specialty company. You are in his office 
this morning, and will be called upon to make several 
important decisions that come up during the morning’s 
work. Mr. Sterrett has had years of experience in this 
business, and only recently has earned promotion from 
sales manager to general manager. He aims to be broad- 
minded and fair, and is a great believer in getting all the 
facts in hand before reaching a decision. He also recog- 
nizes the likelihood that his division and department 
managers are more familiar than he is with the detailed 
working out of policies in their departments. Because 
his organization knows this to be his attitude, and because 
he is always trying to get his associates and employes to 
think clear thru on their own problems, he makes it a 
practice to consult with them on many important 
matters. 

In going over the morning’s mail, Mr. Sterrett has laid 
several letters and memos to one side. When he has fin- 
ished with the regular mail, he picks up one of the letters 
and asks his secretary to get the report from the com- 
pany’s Eastern representative on the New York City 
warehouse proposition; he also telephones Mr. Holmes, 
the sales manager, to ask him to come over for a talk. 
The letter is from the New York Terminal and Ware- 
housing Company, outlining a proposition for leasing 
warehousing space from them to be used for shipping and 
storing merchandise which his company keeps in the East 
to supply Eastern dealers, and reads as follows: 


June 14, 1922 
Tinkham Spence Company 
Cleveland, Ohio 
Gentlemen: 

Your New York representative has been good enough 
to give us complete details regarding your requirements 
for warehousing and handling your New York stock. 
This has made it possible for us to offer a “Complete 
Service Contract” which will not only relieve you of 
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responsibility to the greatest extent possible, but which 
will prove very economical. 


You will be interested in some of the features of our 
service. For your business, perhaps, the greatest gains 
will result from the saving in trucking from and to the 
railroads. Our warehouse is a terminal to which all lines 
deliver cars without extra charge. Our service includes 
the delivery of the goods from the car to your space 
in the warehouse, and the further service from your 
space to the car on all outgoing freight. 


This service saves much time, since all goods which 
are ready for shipment at 2 p. m. are turned over to the 
railroads for shipment the same day. Your experience 
with the trucking situation in every railroad center 
will help you to appreciate this saving. 


Your space in our warehouse will be fenced from 
aisles and from all other tenants’ space by a wire-mesh 
partition. Your own shipping clerk will assemble out- 
going shipments and box them. Our men will then take 
them to the shipping platform. 


Please note also that not only are our buildings fire- 
proof, but an automatic sprinkler system makes a seri- 
ous fire almost impossible. We also have watchmen 
with fire training guarding all the premises night and 
day. The result is a fire insurance rate of $0.18 per 
$100.00 for such goods as yours. 


Our buildings are very attractive and are easy of 
access, should you want to show your customers some 
of your goods. We cannot, however, arrange to carry 
out the suggestion your New York man made of having 
a large sign painted on the buildings. We will, of 
course, display your name on the building directory. 

For 3,000 feet (square feet) of floor space, we pro- 
pose to charge $1,800.00 per year on a ten-year lease. 
This charge to include the handling of twenty-four car- 
load lots of in-freight each year, and also the delivery 
of these goods from your space to railroads, or to trucks 
at your shipping platform. Additional space may be 
added later. 


* % * * * * 


At this point Mr. Holmes steps in. 
“Good morning, George,” was Mr. Sterrett’s greeting. “Have 
you looked over the New York warehonse proposition?” 
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“Yes, and I don’t think much of it. The price is too high. We’re 
paying only $825 per year now and we've got 3,300 feet of space. 
These people are asking more than double that price.” 

“Well, let’s figure this out. I had the accounting department dig 
out some figures. How much do you think our trucking cost in 
New York last year? I would have guessed a couple hundred dol- 
lars, but it was $506.00, just between us and the railroads, not count- 
ing delivery to our local trade. Then the night watchman we share 
with the Gibbons Company and others cost us $20.00 per month. 
Then there is the insurance. It costs $255.00 per year now for 
$30,000.00, at $0.85 per $100.00. All this runs into money. After all, 
we're manufacturers and not warehousers; at the present time I 
think our own company would be better off to turn over this 
responsibility to specialists and leave us free to concentrate on some 
problem much more vital.” 

“We have more space now than we need probably,” commented 
Mr. Holmes, “but we call the building our Eastern Warehouse. 
When I go to New York it always gives me a thrill to see our firm’s 
name stand out against the sky in the big sign that’s painted along 
the top wall. That advertising is worth something.” 

“But what good is space that we are not using? And while that 
sign is fine, it can’t be seen six blocks away. How many of our 
trade will see it? Also don’t overlook that we have a ten-year léase 
there with only one more year to run. The owner will cancel the 
present lease now, but he won’t commit himself on the figure he 
will renew at next year. George, do you think we'll be able to get 
the old figures? Why? The price level has gone up in the last few 
years, 

“It’s a real problem, George. It must be decided now, for we will 
soon be shipping seven carloads East. If we move, this is the time, 
since our Eastern stock is low. Shall we move to the new space? 
Will it pay?” 


* * * * * * 


Following the sales manager, Mr. Sterrett talks with 
the purchasing agent, Mr. Briggs, and the treasurer, 
Mr. Glode. Mr. Briggs starts off with: 


“We won’t keep you long, Chief, but want you to decide some- 
thing. I’ve got a chance to make a real buy in catalog paper. 
Mr. Walker, president of the Muskapeek Paper Company, which has 
supplied us with this paper for years, wants to keep his mills going. 
He has business booked for delivery beginning three months from 
now which will keep his plant near capacity, but almost nothing in 
sight now. He will give us our paper for this year’s catalog at a 
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real bargain if we take it and pay for it now. He has shown me his 
costs. The price we get is actual wage and material cost without 
any profits. But of course he’d rather take business that way than 


be compelled to drop some of his men and then start all over again 
in a few months.” 


“T can see his side of it, but we usually buy three months from 
now. What’s to prevent wages and costs from coming down so that. 
we can buy the paper at the same or a lower price then?” 


“I’ve been watching business conditions all the time and am confi- 
dent that prices of paper are somewhere near the bottom. Paper 
prices and other prices aren’t dropping any more. Stock quotations. 
are gradually rising. You yourself have commented on the lack of 
pessimism in our trade. The banks have large reserves—” 


“Yes, and just because the banks are willing to loan money again, 
Briggs. wants to have me start signing notes again,” broke in Glode, 
rather impatiently. “I’ve no doubt that Walker has offered Briggs: 
a bargain. Walker is rather up against it. He needs business bad. 
But that’s no reason I should go borrowing, just to help him out. 
How much would we save?” 


“You are certainly right there,” agreed Mr. Sterrett, “but some- 
times it pays to borrow. Let’s see; we've cleaned up with banks. 
and have no notes outstanding, but we haven’t a great deal on 
deposit either. However, you won’t have any trouble getting a loan, 
will you, Glode?” 

“T should say not!” answered the treasurer with pride. “Why,. 
when the banks were turning most everybody down, the president. 
of the Third National told me quietly one day he had $25,000.00 
he’d let me have. But he wanted too much interest—7 per cent. 
And anyway we didn’t need it. 


“What would I have to pay? Probably about 51% per cent.” 


“Briggs, how much will this paper cost? When must we pay for 
it? How much are you sure of saving by buymg new?” 


“Here are the figures, Mr. Sterrett. The total is $21,358.00. We 
pay on receipt of shipping papers, begining in two weeks, and 10 
yer cent balance each week as shipments arrive, finishing in 214 
months. We will save $1,230.00 even after having figured on insur- 
ance of the paper for four months, and if prices go up we save 
more. It is all on this memorandum.” 

“That will mean a $25,000.00 loan, Mr. Glode. We will have to 
pay several months ahead of time, but we'll be sure of having the 
paper when we need it. There are the figures. What would you 
do? Will it pay?” 
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Mr. Glode and Mr. Briggs had hardly left the room 
when Mr. Turner, the chief clerk, came in. He began 


at once. 

“Chief” (Mr. Sterrett was either “Chief” or “Mr. Will-It-Pay” 
to all his official family), “I don’t often bother you with questions of 
wages, but this time I’ll appreciate your advice. 

“Peterson, my assistant, wants a raise. He has been with us for 
seven years, and for the last four years in the same position. I gave 
him a raise two years ago. He wants another now. Yet he is get- 
ting all the job is worth. He’s a fine, dependable chap. He has a 
growing family. He does his work just about 100 per cent perfect, 
and he can write a better letter than I can.” 

“Doesn’t have much occasion to write letters in his job, does he?” 
asked Sterrett. “What kind of letters has he written?” 

“Well, you know I personally handle all the company’s service 
adjustments, and when I’m away Peterson has handled them. That 
boy sure makes the kickers love us! More than once they have sent 
us an order for more goods along with a sort of apology for kicking, 
He can sell his ideas. He’s a natural-born letter writer!” 

“T hardly think he was born that way! He must have studied 
letter writing to write such letters! But how will this help Peter- 
son? You aren’t thinking of resigning in his favor, I’m sure, and 
you yourself say he is getting all the job is worth. Should we raise 
him then? What would you do? Will it pay?” 

“No, in a dollars-and-cents way it won’t pay, yet he is a fine, 
capable chap. Isn’t there something we can do?” 

“Sure there is! What is it?” countered Mr. Sterrett, who never 
would take from any member of his organization the burden of sug- 
gesting a decision. 


* * * * * * 


There is part of Mr. Sterrett’s morning. If the decis- 
ions he must make seem rather simple to you, you can 
count yourself fortunate. These types of problems are 
solved on prejudice more often than on facts and correct 
principles. Yet your knowledge of principles gives you 
the key of “profits,”’ which helps solve them all. Turn 
to your working papers and work out your conclusions. 
The executive report which you will receive when we 
return the working paper will analyze these particular 
problems as well as others that are similar. 
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